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House Bi'l 278
Sponsor Statement

"An Act relating to the Alaska Municipal Bond Bank Authority;
permitting the "Alaska Municipal Bond E mk Authority or "a
subsidiary of the authority to assist state and municipal
governmental emPoners by issuing bonds and other commercial
paper to enable the governmental employers to ?repay all or a
portion of the governmental employers’ shares of the unfunded
accrued actuarial liabilities of retirement systems and authorizing
governmental employers to contract with and to issue oonds,
notes, or commercial paper to the authority or its subsidiary
corporation for that purpose; and providing for an effective date.”

HB 278 authorizes the Alaska Municipal Bond Authority to consider
issuing pension obligation bonds (POBs) at the request of the state or a
municipal governmental employer. POBs are a proven and acceptable
tool to mange pre-existing liabilities for state and local pensions. Bond
market participants are receptive to POBs, including bond insurers,

rating agencies and investors.

HB 278 expands the authority of the Alaska Municipal 3ond Authority to
support the state or a municipality that wishes to include POBs in their
strategy to reduce the cost of meeting unfunded pension liabilities.

This bill does not authorize any debt instruments to be issued. The state
or a municipality would need to take a separate specific action to utilize
this new ability of the Municipal Bond Bank Authority.

1Staff Contact: Juli Lucky 465-6587 Pat
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Fact Sheet for House Sill 278

Short Title: HB 278 Retirement System Bonds

Current Version: HB 278
Staff Contact: Juli Lucky or Paulyn Swanson 465-4949

Summary:
> Authorizes the Alaska Municipal Bond Bank Authority to issue
pension obligation bonds that assist state and municipal
governmental employers to finance the payment of all or a
portion of their actuarial pension liability.

Benefits:

> Properly planned and executed, pension obligation bonds
(POBs) can lower the cost of funding the past service cost
component of public pension liabilities.

> |If the state wide unfunded past service liability were bonded,
savings of approximately $1.5 billion in present value dollars
could be realized.

> This bill is needed to empower public entities with ihe ability to
determine if POBs are an appropriate component of their fiscal
strategy.

Background:

The combined tote! unfunded liability of the Public Employees'
Retirement System (PERS) and the Teachers’ Retirement System
(TRS) is approaching $6 billion. This liability includes unfunded
pension and post-employment healthcare benefits.

POBs are a financing mechanism to minimize the cost funding oension
obligations by borrowing at a lower rate of interest than the bond
proceeds earn after being deposited in the pension fund. POBs must
be carefully structured and may not be appropriate for all employers,
however they should be an option for those public enti'.ies who wish to

consist them.

Revised 5/2/2005
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Short Title: nB 278 Retirement System Bonds

Current Version: HB 278
Staff Contact: Juli Lucky or Paulyn Swanson 465-4949

summary:
> Authorizes the Alaska Municipal Bond Bank Authority to issue
pension obligation bonds that assist state and municipal
governmental employers to finance the payment of all or a
portion of their actuarial pension liability.

Benefits:
> Properly planned and executed, pension obligation bonds
(POBs) can lower me cost of funding the past service cost
component of public pension liabilities.

> If the staie .vide unfunded past service liability were bonded,
savings of approximatelv $i,5 billion in present value dollars
could be realized.

Y This bill is needed to empower public entities with the ability to
determine if POBs are an appropriate component of their fiscal
strategy.

Background:

The combined tolal unfunded liability of the Public Employees'
Retirement System (PERS) and the Teachers’ Retirement System
(TRS) is approaching $6 billion. This liability includes unfunded
pension ana post-employment healthcare benefits.

POBs are a financing mechanism to minimize the cost funding pension
odigations by borrowing at a lower rate of interest than the bond
proceeds earn after being deposited in the pension fund. POBs must
be carefully structured and may not be appropriate for all employers,
however they should be an option for those public entities who wish to
consider them.
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To: Representative Paul Seaton, Chair
House State Affairs Committee

From: Representative Mike Hawker
Date: January 25, 2005

Re: House Bill 278 - proposed amendment

The House State Affairs Committee requested that my office prepare
an amendment to House Bill 278 to allow smaller con.munities to join
together to take advantage of pension obligation bonds. Upon
discussion with Legislative Legal Counsel, we learned that AS
29.35.010(13) authorizes municipalities to enter into cooperative
agreements.

Sec. 29.35.010. General powers.

All municipalities have the following general powers,
subject to other provisions of law:

(13) to enter into an agreement, including an agreement
for cooperative or joint administration of any function or
power with a municipality, the state, or the United
States;

Therefore, it is their belief that we do not need additional permissive
language in this statute to allow municipalities to enter into
cooperative agreements for pension obligation bonds.

rep.mike.hawker@ legis.state.ak.us <« www .akrepublic.ins.crg\ha\vker\
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Merrill Lynch Response to Question from
House State Affairs Committee Hearing on January 17,2006

Overview
During the House State Affairs Committee hearing on Tuesday, January 17, 2006, a question

was raised regarding the impact of pension obligation bonds on the 5% employer contribution
rate growth cap that is currently in place for annual PERS contribution rates. As described in
more detail below, Merrill Lynch believes that pension obligation bonds can be structured
such that the effect of the current 5% cap on the growth in employer contribution rates for
PERS remains in place. In fact, pension bond issuers have quite a bit of latitude in how they
structure debt service repayment features, as we highlight in two Oregon examples below.

Detailed Description
In the pension obligation bond numbers that Merrill Lynch included and presented in the

Thursday, January 12, 2006 House State Affairs Committee hearing, potential PERS savings
were calculated by taking the difference between two cases:

e No Action Case: Total expected employer payments including the 5% growth cap
assuming no pension obligation bonds were issued.

m Pension Bond Case: Total expected employer payments assuming pension obligation
bonds were issued and the debt service from these bonds replace the expected past
service rate payments that employers would have to pay if no bonds were issued.

In structuring the “ Pension Bond Case”, Merrill Lynch amortized the debt service such that
the difference between the total expected employer contribution rates in the two cases listed
above were approximately level over time. Therefore, because the “No Action Case”
included the 5% growth cap in its total expected employer contribution rates and the “ Pension
Bond Case" was structured around the “No Action Case”, both cases result in limited and
gradual growth in expected employer contribution rates over the first few years.

In order to create this type of flexible and beneficial structure, issuers would have to defer
bond debt service slightly such that payments would grow over time. This is not unusual for
pension bond financings; in fact, we have included on the following page the debt service
structures from two pension financings in Oregon which had growing debt service structures
yet received solid A and AA category ratings from Moody’s and Standard and Poor’s (two of
the largest and most respected bond rating agencies). That said we would caution against
deferring debt service too aggressively, and would recommend mat pension bond issuers limit
debt service growth to the expected employer payments growtl that would have likely
occurred had pension bonds not been issued.

Conclusion
Merrill Lynch believes that the debt service from pension obligation bonds can be structured

such that the effect of the current 5% cap on the growth in employer PERS contribution rates
remains in place. Issuers have latitude in how they structure pension bond debt service
payments, and rating agencies have accepted growing debt service structures provided the
growth is similar to expected employer payments had no pension bonds been issued. We
would be happy to answer any questions regarding this memo or regarding the numbers that
we provided to the House State Affairs Committee Hearing on Thursday, January 12,2006.



Examples of Pension Bond Financings with Deferred Debt Service Schedules

Oregon School

Boards Association State of Oregon

Series 2003 Series 2003
Period Ending Rating: A11AA- Rating: Aa3/ AA-
6/30/2004 $35,756,937 $69,609,411
6/30/2005 34.187.709 118.764.872
6/30/2006 47.702.709 118.764.872
6/30/2007 49.772.709 120.819.872
6/30/2008 53.287.709 125,951,811
6/30/2009 55.537.709 131,305,329
6/30/2010 59.362.709 136,884,719
6/30/2011 61.792.709 142,704,344
6/30/2012 66.212.709 148,769,082
6/30/2013 69.352.709 155,090,876
6/30/2014 73.382.709 161,681,978
6/30/2015 76.792.709 168,555,022
6/30/2016 81.147.709 175,719,621
6/30/2017 84.857.709 183,188,600
6/30/2018 89.632.709 190,970,172
6/30/2019 93.677.709 199,086,967
6/30/2020 98.897.709 207,548,485
6/30/2021 103.292.709 216,370,191
6/30/2022 108.967.709 225,567,942
6/30/2023 113.722.709 235,152,696
6/30/2024 119.907.709 245.145,513
6/30/2025 125,052,932 255,567,300
6/30/2026 131,434,504 266,429,051
6/30/2027 136,684,252 277,749,421
6/30/2028 65,532,168

Total:

$2,035,949,973

$4,277,398,147
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ALASKA MUNICIPAL LEAGUE
RESOLUTION #2006-02

A RESOLUTION URGING THE STATE TO PROVIDE FOR A
STATUTORY MAXIMUM EMPLOYER CONTRIBUTION RATE AND
ALLOW EMPLOYERS THE OPTION OF REFINANCING THEIR
PERS/TRS DEBT

WHEREAS, the State of Alaska created the Public Employees Retirement
System (PERS) in 1962 to provide a retirement system for state and

participating municipal employees; and

WHEREAS, many cities and boroughs have participated in PERS for
many years; and

WHEREAS, the basic premise of a defined benefit pension plan is thai
employer and/or employee contributions are invested by the plan
administrator in accord with sound actuarial principles so that adequate
funds are available for retiree pensions and health care benefits; and

WHEREAS, the PERS system is seriously underfunded on a statewide
basis; the plan s assets are roughly equal to only 70% of the projected

plan expenses; and

WHEREAS, in response to the underfunding, PERS administrators have
indicated that the employer PERS contribution rate will increase by 5%

compounded annually every year for many years; and

WHEREAS, this past March, the Senate Finance Committee of the Alaska
Legislature found the following reasons for PERS underfunding:

* Inaccurate assumptions

* Historical understatement of system liabilities

* Rising health costs

» 3-year “bear" market downturn

* Declining interest rates

» Unfavorable demographic changes

» Timing of the recognition of market losses

» Artificially low contribution rates in good times

* Legislation that has increased benefits

* Awarding of Post Pension Retirement Adjustments

WHEREAS, by passage of Senate Bill 141, the State has taken a
significant step towards a long-term resolution of the statewide PERS
shortfall; effective July 1, 2006, the existing defined benefit plan will
become a defined contribution plan for employees hired on or after that

AML RESOLUTION



date; under a defined contribution plan the liability of the employer is
limited to making contributions; and

WHEREAS, all municipalities and local taxpayers face eventual fiscal
calamity as the employer rate increases by 5% of total salaries paid per

year; and

WHEREAS, establishing a maximum employer PERS rate will enable
municipalities to afford to continue to provide essential public services;

and

WHEREAS, the State government has vastly superior revenue resources
compared to municipal governments; and

WHEREAS, statutory changes to allow municipalities and the state to
refinance the existing debt could potentially save several percentage

points of interest charges each year.

NOW, THEREFORE BE IT RESOLVED that the Alaska Municipal League
agrees to the following:

* To avoid penalizing local taxpayers and students, the PERS
statutes should be amended to provide for a maximum
employer contribution rate of 20%, with any amount above
20% to be paid by the State, as part of the changes to
resolve the plan underfunding.

» That the State allow employers the option of refinancing their
existing PERS/TRS debt in order to use financing methods
that are available at a rate lower than 8.25%.



FISCAL NOTE

STATE OF ALASKA Fiscal Note Number:
2006 LEGISLATIVE SESSION Bill Version: HB 278

() Publish Date;

Revision Date/Time (Note if correction): Dept Affected: Revenue

Title Alaska Municipal Bond Bank Borrowing Authority '‘RDU
Component Alaska Municipal Bond Bank

Sponsor

Requester Component No. 121

Expenditures/Revenues (Thousands of Dollars)

Note: Amounts do not include Inflation unless otherwise noted below.

OPERATING EXPENDITURES TY 2007 FY 2008 FY 2009 FY 2010 FY 2011 FY
Personal Services

Travel 25.0

Contractual 7.040.0 40.0 4b."! 40.0 40.0
Supplies

Equipment

Land & Structures
Grants & Claims

Miscellaneous

TOTAL OPERATING 7,065.0 40.C 40.0 40.0 40.0

ICAPITAL EXPENDITURES | | | | |

ICHANGE IN REVENUES ( ) | | | | | |

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts

Bond Proceeds 7.000.0
Bond Bank Investment Earnings 65.0 40.0 40.0 40.0 40.0
TOTAL 7,065.0 40.0 40.0 40.0 40.0

Estimate of any current year (FY2006) cost: 0.0
Mark this box (X) if funding for this b<ll is included nthe Governc>r's FY 2007 budget proposal-

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)

2012

40.0

40.0

40.0
40.0

The bill expands the ability of the Alaska Municipal Bond Bank Authority (Bond Bank) to brrrow money for
loans to communities to include prepaying unfunded accrued actuarial liabilities of the retirement system.

The premis of undertaking th'~ type of transaction is providing communities with an efficient means of
borrowing to fund their unfunded liability (assumed to be growing at 8.25%).
cost of capital and 8.25% is assumed to provide financial releif to the community.

The difference between the

The fiscal note contemplates a transaction of considerable size, up to a billion dollars, occur in FY 2007.

If there was a delay, seven million of the dollars of the cost would shift to the year a transaction did occur.

is possible that there would be additional transactions in subsequent years with similar costs.
Contractual costs include rating agency fees, financial advisor, bond counsel, printing, cusip service,

underwri ing, & other miscellaneous costs.
Phone 465-3750

Prepared by: Deven Mitchell
Date/Time 1/5/06 12:00 AM

Division Alasks Municipal Bond Bank Authority

Dever Mitche'l Date

Agency Alaska Municipal Bond Bank Authority

It
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Municipal Taxable Pension Financings
2001-Present

Sale Date Issuer

1221/05 Pomona City-Califomia

12/20/05 Clare-Pleasant Comm Sch Corp
12/15/05 Evansville-Vanderburgh Schl Bldg Corp
12/06/05  Bell Public Finandng Authonty
11/22/0S  Beaver Co-Pennsylvania
11/16/05 Brockton City-Massachu”tts
11/16/05 Solano Co-Callfomli

11/09/05 Duquesne City-Pennsytvanla
11/08/05 Paducah Clty-Kentucky

11/01/05 Richmond City-Califomia
10/27/05  Syracuse City-New York
10/18/05  Dracut Town-Massachusetts
10/01/05 Moraga-Orinda Fire Dt

10/01/05  San Bernard'TO City-Califomia
09/14/05 Oregon Local Governments
08/18/05 Inglewood City-Calitomia
08/18/05 Inglewood City-Califomia
08/18/05 Miami Beach-Florida

08/17/05 Oceanside City-Califomia
08/03/05 Erie Co (Tonawanda) SO
08/02/05 ,4ew Castle City-Pennsylvama
07/21/05 Contra Costa Fire Protect Dt
06/21/05 uiverside City-Callfornia
06/15/05  California Statewide Comm Dev Au
06/14/05 Huntington Park City-California
06/14/05 Oregon School Boards Association
06/10/05 Oregon Community College Dt
06/08/05 Oregon Community College Dt
06/0 05  Detroit City-Michigan

05/25/05 Detroit City-Michigan

04/14/05  Atlantic (Pleasantville) SD BOE
04/13/05  Fairfield City-Califomia

04/11/05  Gutienberg Town-New Jersey
03/24/05 Denver City and Co SD #1
03/08/05 Houston City-Texas

03/08/05 Monmouth Co (Howell Twp) BOE
03/01/05 South Gaie City-Califomia
02/24/05 Lockport-New York

02/10/05 Riverside Co-Califomia
01/20/05 Fairfield City-Califomia

01/20/05  Fairfield City-Califomia

01/19/05 Dallas City-Texas

12/17/04 Pike Co School Corp

12/10/04  Southeast Dubois Co Sch Bldg Corp
12/09/04 Long Beach-New York

12/07/04  Olean Town-New York

12/07/04 Onondaga Co-New York
12/02/04 Dekalb Co (Dekalb) CUSD
12/02/04 Lake Central School Corp
12/01/04  Bucks Co-Pennsylvania
12/01/04  Northeast Dubois Co Sch Bldg Corp
11/30'04 Hamburg-New York

11/23/04 Hanover Comm School Corp
11/22/04 Hobart School City-Indiana
11/19/04 Indiana Bond Bank

11/18/04 North Adams School Corp
11/17/04  Minneapolis City-Minnesota
11/17/04  Minneapolis City-Minnesota
11/10/04  Griffith Public Schools

10/28/04 Niagara Falls-New York
10/27/04 San Diego Metro Transit Dev Bd

Isiuo Description

Pension Obligation Ref Bonds

GO Pension Bonds

GO Pension Bonds

Pension Revenue Bonds

Taxable GO Pension Bonds
General Obligation f inds
Pension Funding Bonds

General Obligation Pension Bonds
GO Pension Tax Bonds

Taxable Pension Funding Bonds
Pension Obligation Bonds
Pension Obligation Bonds
Taxable Pension Obligation Bonds
Taxable Pension Obligation Bonds
Limited Tax Pension Obligations
Taxable Pension Oblig Bonds

i unslon Obligation Bonds
Special Obligation Ref Bonds
Pension Obligation Bonds

School Dt PensiC' Sys BANS
General Obligation Bonds
Pension Obligation Bonds
Pension Obligations onds
Pension Obligation Bonds
Pension Obligation Ref Bonds
Limited Tax Pension Bonds

Ltd Tax Pension Obligations
Limited Tax Pension Oblig
Certificates of Participation
Certificates of Participation
School Refunding Bonds

Pension Obligation Ref Bonds
Pension Refunding Bonds
Certifica' s of Participation

GO Pension Bonds

School Refunding Bonds

Pension Obligation Ref Bonds
Pension System Bonds

Pension Obligation Bonds
Pension Obligation Ref Bonds
Pension Obligation Ref Bond-

GO Pension Bonds

GO Pension Bonds

30 Pension Bonds

Pension System FJonds

Pension Bonds

General Obligation Pension Bonds
GO Pension Bonds

GO Pension Bonds

General Obligation Bonds
General Obligation Pension Bonds
Pension Serial Bond

GO Pension Bonds

GO Pension Bonds

School Severence Funding Bunds
GO Pension Bonds

GO Pension Bonds

Pension Bonds

GO Pension Bonds

Pension System * al Bonds
Taxable Pension Obligation Bonds

Sartea

Senes 2006 AR
Senes of 2005
Series of 2005
Senes 2005
Series of 2005

Senes 2005
Series B of 2005
Senes 2005
Series 2005
Series 2005 D

Series 2005

Series 2005
2005 Series C
2005 Series A&B
Series 2005
Series 2005
Series 2005
Senes of 2005
Series 2005
2005 Series A
2005 Series A
2005 Senes A
Series 2005 B
Series 2005
Senes 2005A
Series 2005B
Series 2005A
Senes 2005
Series 2005 A2

Series 2005 A
Series 2005
Senes 2005
Senes 2005
2005 Series B
Series 2005A
Series 2004A
Senes 2004B
Series 2005 A.B.C
Series 2004
Series of 2004
2004 Series B
Series 2004
Series 2004
Series of 2004
Series 2004
Series of 2004
Series of 2004

Series 2004
Series 2004
Series 8B
Series 2004
Series 2004
Series 2004
Series of 2004
2004 Series B
2004 Series B

State

Par ($mm)

36 205
4 000
18 000
9 225
13675
101 515
42 385
5845
3.160
114 995
3 862
2.175
28435
50 401
186 945
6.135
58 851
53 030
42 760
1.210
7990
129.900
30 000
20 635
23050
10.080
57.835
458 440
800 000
640 000
2 810
11.830
0.755
86 045
57 165
19 080
24 400
1055
400 000
8 920
20 995
393 348
6200
4590
0695
0.571

6 000
6150
17.200
85230
4 405

0 164
1.295
2.680
70 540
6 965
4.740
24.970
5.050
0.635
38 800



Municipal Taxable Pension Financings
"200; -Present

Sale Date

10/21/04
10/21/04
10/13/04
10/13/04
10/13/04
09/23/04
09/15/04
09/14/04
08/31/04
08/24/04
08/23/04
08/05/04
07/27/04
07/13/04
07/01/04
06/29/04
06/28/04
03/24/04
06/23/04
06/23/04
06/23/04
06/23/04
06/22/04
06/22/04
06/17/04
06/17/04
06/14/04
06/10/04
06/09/04
06/04/04
05/18/04
05/17/04
05/12/04
05/12/04
05/05/04
04/27/04
04/06/04
03/22/04
03/17/04
03/10/04
02/26/04
02/18/04
02/12/04
02/11/04
02/06/04
01/22/04
12/30/03
12/18/03
12/18/03
12/16/03
12/12/03
12/10/03
12/10/03
12/10/03
12/10/03
12/09/03
12/04/03
12/04/03
12/04/03
10/30/03
10/29/03

[ssuer

Lackawanna-New York

San Diego Metro Transit Dev Bd
Sacramento Metro Fire Dt
Sacramento Metro Fire Dt
Syracuse City-New York
Fremont Community School
Crown Point Com, n School Corp
Kankakee Valleyi chool Corp
South Knox Schoo, Bldg Corp
New Albany-Floyd Consl Sch Corp
L8ke Ridge Schools Renov Corp
Ene Co (Tonawanda) SD

Carroll Co-Maryland

Depew Village-New York

North Tonawanda City SD
Pomona City-Califomia

San Diego Co-California
Sacrjrrento Co-California

San ,3imardino Co-California
San liemardino Co-California
San Bernardino Co-Callfomia
San Bernardino Co-California
Clinton Prairie Sch Bldg Corp
San Diego Co-California

South Coast Air Quality Mgmt Dt
Union City-Califomia

California Statewide Comm Dev Au
Solano Co-California

San Bernardino Co-California
Ilinois Finance Authority
Syracuse City-New York

MSD of Steuben Co

Dunmore Boro-Pennsylvania
Oregon Local Governments
Sayreville Borough-New Jersey
Msnville Borough-New Jersey
Newark City Housing Auth
Fresno Co-Califomia
Allentown-Pennsylvania

Fresno Co-Califomia

Kansas Development Fin Auth
Middlesex Co-New Jersey
Pennington-New Jersey

Oregon Community College Dt
Oregon School Boards Association
Long Beach-New York

Orleans Comm School Corp
Milwaukee City Redev Auth
Milwaukee City Redev Auth
Calumet Co-Wisconsin
Westchester Co-New York
Wisconsin

Wisconsin

Wisconsin

Wisconsin

Shelbyville Central Schools
Indiana Bond Bank

Rockville Comm School Bldg Corp
Suffolk Co-New York

Orlando UtilitiesCommission
Metuchen-New Jersey

Issue Description

Pension System Bonds

Taxable Pension Obligation Bonds
Pension Funding Bonds

Pension Funding Bonds

Pension Obligation Bonds

GO Pension Bonds

GO Pension Bonds

GO Pension Bonds

GO Pension Bonds

GO Pension Bonds

GO Pension Bonds

SD Pension System BANs
Taxable Pension Funding Bonds
Pension Serial Bonds

SD Pension System Serial Bonds
Pension Obligation Ref Bonds
Pension Obligation Bonds
Taxable Pension Funding Bonds
Pension Obligation Bonds
Pension Obligation Bonds
Pension Obligation Bonds
Pension Obligation Bonds

GO Pension Bonds

Pension Obligation Bonds
Pension Obligation Bonds
Pension Obligation Bonds
Pension Obligation Bonds
Pension Funding Bonds

Pension Obligation Bonds
Revenue Bonds

Pension Obligation Bonds
Taxable GO Pension Bonds

GO Pension Fu* ng Bonds
Pension Obligation Bonds

GO Pension Refunding Bonds
Pension Refunding Bonds

Spec Oblig Pension Ref Bonds
Taxable Pension Obligation Bonds
G 0 Refunding Bonds

Taxable Pension Obligation Bonds
Revenue Bonds

Pension Refunding Bonds
General Obligation Bonds

Ltd Tax Pension Obligation Bonds
LTd Tax Pension Obligations
Pension Sys Bonds

GO Pension Bonds

Pension Funding Bonds

Pension Funding Bond*

Taxable GO Promissory Notes
Pension Bond Anticipation Notes
Gen Fund Appropriation 8onds
Gen Fund Appropriation Bonds
Gen Fund Appropriation Bonds
Gen Fund Appropriation Bonds
GO0 Pension Bonds

School Severance Funding Bonds
GO Pension Bonds

Pension Obligation Bonds

Wtr & Electric Rev Pension Bcncls
Pension Refunding Bonds

2

S M

Series 2004
2004 Series A
Series 2004 B4C
Series 2004A
Series 2004 G
Series 2004
Senes 2004
Serios 2004
Senes 2004
Senes 2004
Series of 2004
Series 2004
Series 2004

Senes 2004
Series AJ & AK
Series 2004B1-B2
Series 2004 C-1.2,3
Series 2004 B-2
Series 2004 B-3
Series 2004 B-1, F
Series 2004 C
Si,Ties 2004
Series 2004A & C
Series 2004
Series 2004

2004 Series Al & A2
Senes 2004A & B
Senes 2004A
Senes 2004D
Senes 2004C
Senes 2004
Senes of 2004
Seires 2004
Series 2004
Series 2004
Series 2004

2004 Senes B
Series of 2004
2004 Series A
Series 2004C
Senes 2004
Series 20048
Series 2004
Series 2004
Series 2004
Series 2003

2003 Series C & D
2003 Series C & D

Series 20038
Senes 2003 B
Series 2003 A
Series 2003 B
Series 2003 A
Series 2003
Series 5-A
Series 2003
Series 2003
Series 2003T
Series 2003

Sta

NY
CA
CA
CA
NY
IN
IN
IN
IN
K'S
IN
NY
M D
NY
NY
CA
CA
CA
CA
CA
CA
CA
IN
CA
CA
CA
CA
CA
CA

NY
IN
PA
OR
NJ
NJ
NJ
CA
PA
CA
KS
NJ
NJ
OR
OR
NY
IN
Wl
Wl
Wl
NY
Wl
Wl
Wl
Wl
IN
IN
IN
NY
FL
NJ

Par (5mm)

0680
38 600
32 060
37 930

8472

3.6C-"~
12 000

G.500

1760
14000

1.010

1.210
12800

0308

2460
38 000

147 825
426 131
30.000
30.000
89 825
125000
3 950
306 288
47 030
22 998
197 084
96 665
180 070

3 545

2039

7.100

4.115
126 260

0520

0.915

6.840
75000
58 800

327 898
500 000

10.315

0320
96710

467.820

0695

3.815
15.719

130 850

1.400

11.690
281 500
330.000
333.350
850 000

6.500

184 730

0.650
22.955
55.325

0.870



Municipal Taxabta Pawilon Financings
2001-Pn»»ant

Said Oats
10/28/03
10/10/03
10/02/03
09/16/03
00/11/03
09/04/03
08/27/03
08/21/03
08/05/03
07/15'03
07/14/03
07/09/03
07/09/03
08/26/03
06/25/03
06/17/03
06/16/03
06/12/03
06/05/03
06/04/03
06/04/03
05/29/03
05/22/03
05/15/03
05/15/03
05/13/03
05/07/03
04/29/03
04/28/03
04/23/03
04/10/03
04/09/03
04/07/03
04/04/03
04/03/03
03/31103
03/27/03
03/24/03
03/24/03
03/24/03
03/17/03
03/14/03
03/13/03
03/13/03
03/10/03
03/10/03
03/10/03
03/10/03
03/07/03
03/03/03
02/28/03
02/26/03
02/25/03
02/19/03
02/18/03
O’ MS/OS
02/12/03
02/06/03
02/04/03
02/03/03
01/28/03

Issuer

Oregon

Naugatuck Boro-Connecticut
Franklin Borough-New Jersey
Danville Comm School C p
Lakewood Twp-New Jersey
Clifton-New Je> ey

Kansas Development F.n Auth
Rochester-New York

Now Brunswick City-New Jersey
Sacramento Co-Callfomla
Hamilton Twp (Mercer)-New Jersey
Santa Rosa City-Califomia
Santa Rosa City-Califomia

San Luis Obispo Co-California
Minneapolis City-Minnesota
Essex Co-New Jersey
Willingboro Twp-New Jersey
Portland Community College Dt
Illinois

South Brunswick Twp-New Jersey
South Plainfield-New Jersey
Warsaw Community Schools
Monmouth Co-New Jersey

Kern Co-Califomia

Kem Co-California

Sonoma Co-Califomia

Marin Co-California

Sussex Co-New Jersey

North Brunswick Twp-New Jersey
Contra Costa Co-California
Oregon Community College Dt
East Orange City-New Jersey
Englewood City-New Jersey
Oregon School Boards Association
Newark City-New Jersey
Paterson-New Jersey

Hamilton Twp (Marcer)-New Jersey
Carteret Board of Education
Lyndhurst Board of Education
Woodbridge Twp-New Jersey
Lodi-New Jersey

Gainesville City-Florida

High Point Regional High SD
Trenton City-New Jersey
Lakewood Twp SD

Lyndhurst Twp-New Jersey

Red Bank Regional High SD
Verona Township Board of Ed
New lersey Economic Dev Auth
Fort Lee 3orough-New Jersey
Lawrence Twp SD

Lod: Board of Education
Passaic Co-New Jersey
Monmouth Co (Howell Twp) BOE
Bergenfield-New Jersey

Monroe Twp-New Jersey
Weehawken Twp-New Jersey
Bayonne City-New Jersey

Brick Twp-New Jersey
Passaic-New Jersey

Jersey City-New Jersey

Issue Description

GO Pension Bonds

GO Pension Bonds

Pension Refunding Bonds

GO Pension Bonds

Pension Obligation Ref Bonds
Refunding Bonds

Revenue Bonds

GO Pension Bonds

Pension Refunding Bonds
Pension Ref Cap Appredatn bonds
Pension Obligation Ref Bonds
Pension Obligate Ref Bonds
Pensirr Obligation Ref Bonds
Pension Obligation Bonds
General Obligation Pension Bonds
GO Pension Refunding Bonds
Refunding Bonds

Ltd Tax Pension Bonds

General Obligation Bonds
Pension Refunding Bonds

GO Pension Ref Bonds

GO Pension Bonds

Pension Refunding Bonds
Taxable Pension Oblig Ref Bonds
Taxable Pension Oblig Pef Bonds
Taxable Pension Obligation Bonds
Taxable Pension Oblig Bonds
Pension Ref Bonds

Refunding Bonds

Taxable Pension Obligation Bonds
Ltd Tax Pension Obligations

GO Refunding Bonds

Pension Refunding Bonds

Ltd Tax Pension Oblig Bonds

GO Refunding Bonds

GO Refunding Bonds

BANSs

Pension Refunding Bonds

School Pension Refunding Bonds
Pension Refunding Bonds
Pension Refunding Bonds
Pension Obligation Rev Bonds
Refunding Bonds

GO Refunding Bonds

Refunding School Bonds

Pension Refunding Bonds
Refunding School Bonds
Refunding School Bonds

State Pension Funding Ref Bonds
Pension Refunding Bonds

School Refunding Bonds

School Pension Ref Bonds
Pension Refunding Bonds

Sc, ,00l Refunding Bonds

Pension Refunding Bonds
Pension Refunding Bonds
Pension Refunding Bonds

GO Refunoing Bonds

Pension Refunding Bonds

GO Pension Refunding Bonds
General Obligation Bonds

SetiM

carles 2003
Issue r/ 2003

Senes 2003
Series 2003
Sunes 2003
Series 2003 H
Series 2003 1
Series 2003
Series 2003 A& B
Series 2003
Series 2003A
Series 2003B
Series 2003
Senes 2001
Senes 2003
Series 2003
Series 2003
Series of 6/03

Series 2003
Series 2003
Series 2003B
Series 2003B
Series 2003A
Series 2003 A&B
Series 2003

Series 2003
Series 2003A
Senes 2003A&B
Series 2003
Series 2003
Series 2003
Series 2003
Series 2003
Pension Series 2003
Series 2003
Series 2003
Series 2003
Senes 2003
Series 2003A8.B
Series 2003
Series 2003A&B
Senes 2003
Series 2003
Series 2003
Series 2003
Senes 2003
Series 2003
Series 2003
Series 2003
Series 2003
Series 2003

Series 2003
Series 2003
Series 2003
Series 2003
Series ' 003
Series 2003

State

OR
CT
NJ

NJ
NJ
KS
NY
NJ

CA
CA
CA
MN
NJ

NJ

OR

NJ
NJ

NJ
CA
CA
CA
CA
NJ
NJ
CA
OR
NJ
NJ
OR
NJ
MJ
NJ
NJ
NJ
NJ
NJ
FL
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ
NJ

Par (smm)

2083.960
49 265
0.330
3.185
1.145
1.300
40 250
12.800
9 496
152 321
5595
20.500
30.170
137 194
38 000
54 665
0.525
119 995
10000 000
2.050
0.325
5870
17.210
50 000
238 177
231.200
112.805
3900
2075
322.710
153 582
9 351
3.420
927 080
40.747
13.045
5535
2450
2030

4 785
12~0
89 890
1945
42936
2.35T
1765
1600
1540
375000
4230
3.270
3.275
6.560
3.630
1310
1145

4 750
15.795
4650
7.800
23 595



MunlclpalTaxable Pension Financings
2001-Present

Sale Date

01/27/03
01/24/03
12/19/02
12/19/02
12/18/02
12/16/02
12/12/02
12/11/02
12/11/02
.2/03/02
12/03/02
10/30/02
10/25/02
10/10/02
09/19/02
09/17/02
09/17/02
09/17/02
09/10/02
09/06/02
08/16/02
06'09/02
08/09/02
07/11/02
06/26/02
05/10/02
04/30/02
03/26/02
03/20/02
03/15/02
03/13/02
02/27/02
01/23/02
12/19"1
12/12 31
11/2//01
10/'1/01
1Lvi7/01
10/03/C1
07/18/0.
06/13/01
06/05'01
03/08/01

Issuer

Manchester Twp-New Jersey
Jackson Twp Board of Education
Garrett-Keyser-Butler Comm SD
South Bend Comm School Corp
Spotswood Borough BOE
Matawan-Aberdeen Regional SD
Mendocino Co-Califomia
Minneapolis City-Minnesota
Minneapol'r City-Minnesota
Bartholomew Consol School Corp
Wall Tvp BOE

North Mlami-Florida

Atlantic City Board of Education
Oregon School Boards Assertion
Northeastern School Corp

San Diego Co-Califomia

San Diego Co-Califomia

San Diego Co-California

West Havsn City-Connecticut
Imperial Co-Cali omia
Frankton-Lapei Sch Bid-; Corp
Long Beach City-Califomia

Long Beach City-Califomia

South Madison Comm School Corp
Woonsocket-Rhode Island
Indiana Bond Bank

Franklin Comm School Corporation
Tippecanoe School Corporation
Marion Co-Oregon

Oregon Local Governments
Fresno Co-Califomia
Corvallis-Oregon
Fresno-Califomia

Monroe Co Comm School Bldg Corp
Lewiston City-Maine
Rumford-Maine

Manchester City-New Hampshire
t ockville Centre VIlg-New York
Otkland City-Califomia

Portland City-Maine

South Gate City-Califomia
imperial Irngation Dt

Contra Costa Co-California

Issue Description

Pension Refunding Bonds
Taxable Refunding School Bonds
GO Pension Bonds

Taxable School Corp Pension BANs
School Refunding Bonds

School Refunding Bonds

“axable Pension Oblig Bonds

GO Pension Bonds

GO Pension Bonds

GO Pension Bonds

Refunding School Bonds

Var Rte Dem Spec Oblig Ref Bonds
Refunding School Bonds

Limited Tax Pension Obligation:
GO Pension Bonds

Taxable Pension Obligation Bonds
Taxable Pension Obligation Bonds
Taxable Pension Obligation Bonds
General Obligation Pension Bonds
Taxable Pension Bonds

Taxable GO Pension Bonds
Taxable Pension Oblig Ref Bonds
Taxable Pension Oblig Ref Bonds
Taxable GO Pension Bonds

GO Pension Bonds

School Severance Fund Bonds
Taxable GO Pension Bonds

GO Pension Bonds

Ltd Tax Pension Bonds

Ltd Tax Pension Oblig Bonds
Pension Obligation Ref Bonds

Ltd Tax GO Bonds

Taxable Pension Oblig Bonds
Retirement/Severance Bonds

GO Pension Bonds

GO Pension Bonds

Pension Obligation Bonds
Pension System

Taxable Pension Obligation Bonds
Multi-Modal Txbl GO Pension Bonds
Taxable Certs of Participation
Taxable Pension Oblig Rev Bonds
Taxable Pension Obl gations

Series

Sereis 2003
Series 2003
Series 2002

Series 2002
Pension Series 2002
Series 2002

Series 2002

Series 2002

Series 2002

Scries 2002

Series 2002

Pension Series 2002
Series 2002A&B
Series 2002

Series 2002C

Series 2002A

Series 2C)2B

2002 Series A
Series of 2002
Series 2002 A
Series 2002 A
Sene3 of 2002

Series 1

Series 2002
Series 2002
Series 2002A&B
Series 2002A&B
Series 2002
2002 Series A
Series of 2002
Series 2001

Series 2001C
Series 2001
Series 2001

Series 2001
Series 2001
Series 2001

State

NJ
NJ
IN
IN
NJ
NJ
CA
MN
MN
IN
NJ
FL
NJ
OR
IN
CA
CA
CA
CT
CA
IN
CA
CA

Par (Smm)

1.795

6 550
154,
1300
0770
5665
91.945
10.600
25000
12 500
5840
14.735
9.255
774663
1.225
100.000
132.215
505.125
67 305
33.265
1.855
43950
44 000
2560
90.000
57.260
1.145
1350
26819
228.615
117.055
23.913
205 335
1.800
16 395
1.035
20810
1.600
195 639
111.000
8 500
75000
107 005

$26,814.031
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What is a Pension Obligation Bond?

A pension obligation bond is a financing used to defray unliinded pension
Costs.

Pension systems measure assets on hand against the present value of
projected liabilities over the long term.

I liabilities exceed assets, the difference is known as the “Unfunded
Accrued Actuarial Liability” or “UAAL.”

With lagging investment returns, increases in healthcare costs, and actuarial
revaluations, many public and private pension systems have found
themselves significantly under-funded.

| SEATTLE-N ORTH WEST
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What i1s a Pension Obligation Bond?

Repayment of the UAAL is amortized over a fixed period and built into
payroll rates at a given interest rate, 8.25 percent in Alaska.

Retirement system thereby becomes the ‘sbanker” for the shortfall, as
employers repay the loan over the amortization period.

Many jurisdictions have used Pension Obligation Bonds to refinance these
“loans” at rates lower than the amortization rate.

B H SEATTLE-NORTH WEST
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wWhy Might Pension Obligation Bonds 3
be Useful in Alaska

« According to the recently released 2004 valuation, assuming above-average
growth in population:

- PERS rates rise to 32% of payroll beginning in 2011, and do not decline until
2029.

- TRS rates rise to 50% of payroll in 2011 and continue increasing to 56% by
1028 before declining.

* Properly structured pension obligation bonds can be an effective tool for
Immediately reducing payroll rates and producing long term savings for
jurisdictions.

* In Oregon, jurisdictions are projected to save over $i .3 billion from use of
this technique.

M SEATTLE-NORTH WEST
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Alaska Pension System *

Asset base

Covered Employees
Average employer rate

Funded ratio

UAAL as of 2004 valuation

*As ofJune 30, 2004.

Alaska

PERS
$ 8.2 hillion
69,135

16.77% C)

72.00%

$ 3.4 billion

(1) Effective for Fiscal Year 2006, Actuarially computed at 25.63%.

(2) Effective fo- Fiscal Year 2006, Actuarially computed at 38.85%

IRS
$ 3.9 billion
21,220

21.00%P>

64.00%
$2.3 billion

SEATTLE-NORTHWEST
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The Arbitrage Issue

Issuing a pension bond is not like refinancing your mortgage...

e Success from borrowing depends on the market returning more than the cost of
the bond.

For , *.aska borrowers, if investment returns equal 8.2.5% over 25 year
period over the life of the bonds, costs will be reduced as estimated.

If investment returns are greater than 8.25%, cost reductions will be greater
than projected.

If investment returns are less than 8.25% cost reductions will be positive,
but less than projected.

If investment returns are less than the interest rate on the bonds, borrowers
will be worse off than if they had done nothing.

JBI1B SEATTLE-NORTH WEST
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Alaska PERS

Alaska Public Retirement System
History o flnvestment Results

20.00%
15.00%
10.00%%
8.25%
500%
0.00%

-5 00%

«1000%
1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
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Bonding a Popular Tool

ivjany jurisdictions throughout the country have cnosen to finance PERS
liabilities with bonds.

Oregon example:

« Atotal of 133 school districts, cities, counties and the State have issued $5.4 billion
of pension bonds in Oregon.

» Savings projected at $1.3 billion overall, assuming an 8.00% rate of return.

« Original statutory authority provided to local governments and school districts in
2001 for issuance of “full faith and credit obligations.”

« School Districts also granted authority to enter into intercept agreement with the
State, whereby operating funds were additionally pledged. This approach resulted in
“State” credit rating.

« State Constitutional amendment approved by voters in 2003 authorizing the State to
Issue GO bonds for its share of the liability. Voter approval margin was 55.25%.

SEATTLE-NORTHWEST
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Oregon Process

Bond proceeds are placed in a “lump sum account” for benefit of employer.
Earnings and losses directly accrue to that account.

Lump sum account is used to provide prepayment credit on payroll rates charged to
jurisdictions.

Although bonds have to be sold on taxable basis, interest rates for most borrowings
have been well under 6%.

Oregon State Treasury regression analysis conducted in July 2003 projected
probability of positive arbitrage in PERS refinancing at nearly 90%.

] SEATTLE-N O RTH W EST
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Recent Returns - O

Issuer

Series 2002 A&B - Local Governments
Series 2002 - School Districts

Series 2003 - Schools, Community Colleges
Series 2004 - Schools, Community Colleges

Series 2004- Local Governments

(1) As of November 30, 2005

regon

Par

$ 238 m

$ 775m

$ 1,080 m

$ '<00m

$ 126 m

Lum p

TIC

7.00%

5.60%

5.73%

5.49%

6.11%

Sum Accounts

Total Return

43.04%

59.01%

51.88%

23.51%

24.28%

Annualized

11.74% (1)

19.14%

20.08%

13.44%

16.19%

SEATTLE-NORTHWEST
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| essons Learned

1. Payment to PERS does NOT guarantee UAAL will be paid off in full.

2. Changes in size of UAAL

Judicial, legislative, regulatory or investment activities can cause future changes to
UAAL. Further increases would continue to be responsibility ofjurisdiction.

Reductions: Lump sum payment would putjurisdiction in surplus. Funds will not
be returned to jurisdiction, but surplus is used to reduce payroll rates further.

Increases: Lump sum payment would defray total deficit. UAAL would not be as

high as would otherwise be the case.

In any case, arbitrage risks remain the same for existing lump sum payment.

3. Structure of the financing matters
Inappropriate to use unrealistic assumptions about rates of return.
Amortization structure of bonds should match amortization of UAAL that PERS

system uses.
Not prudent to have back weighted structured where all savings are produced in early

years.

mum SEATTLE-NORTHWEST
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| essons Learned

The “housekeeping issues” are often the most critical

« Adequate protection an ner accounting of lump deposits are critical.

« Statutes and regulations needed to ensure that the employers making the deposit are the
ones getting the credit, and that credit is for appropriate amount.

Bond Related Considerations

« Bonds are not likely to be subject to early redemption.
Rating agencies will scrutinize structure carefully to ensure payment of liability is not
further deferred.
Changes “soft” liability to “hard” liability, which may put some limitations on
financial flexibility.

Variations in payroll growth are not immediately reflected in debt structure

« Under current structure, if payroll declines, payments to PERS decline.
« Using bonds, if payroll declines, payments on the bonds do not change.

| SEATTLE-NORTHWEST
B BSS SECURITIESCORPORATION
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Alaska Legislative Considerations

Goal: Give all jurisdictions, at their discretion, meaningful access to capital
markets for the purpose of financing pension liabilities.

1 Access
Express authorization for all types ofjurisdictions to issue obligations for this purpose

either individually or through another entity.

. Authorization for individual jurisdictions to pool together through another entity (either
state entity such as Bond Bank and/or pool created with a Trustee).

2. “Meaningful” Access
« Without additionalcredit support, some jurisdictions may not be ableto enter market
on a subject-to-appropriation basis at a competitive rate.

» Forms of additional credit support
Intercept of State funding - particularly useful for school districts

. Bond reserves

. Bond insurance

« Voter approval of constitutional amendment allowing use of general obligation bonds

SEATTLE-NORTHWEST
IfIH tf SECURITIES CORPORA noN
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HB 2/8 - Comments

- "ne part of a broad solution.

e The nature of the obligation between local entities and the
Bond Bank will need to be defined.

e Would like the bill expanded to cover broader intercept
authority, particularly for schools. (Pension obligation
financing provides an opportunity to increase funds available

for education.)

e Would like to see additional flexibility forjurisdictions to
group together through pools organized by trustee.

e Entire solution will require legislative, administrative and,
potentially, constitutional changes.

m SEATTLE-NORTHWEST
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Pension Bonds I1n Alaska:
Potential Savings
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Types of Obligations

Savings would be maximized if general obligation (GO) bonds could be
Issued. This would not be possible without an amendment to the State

Constitution

Appropriation-backed obligations still provide substantial savings for
highly rated entities.

Taxable.

Non-callable.

Opportunity to issue obligations dependent on current debt market
conditions - as interest rates rise, pension obligation financing becomes

less attractive.

MMM SEATTLE-NORTHWEST
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Example: City & B orough o fJuneau

Assumptions
e investment rate of return = 8.25%
« Annual payroll growth rate = 5.50% (*)

o Past service amortization:
Fixed 25 years, effective June 30, 2002. (**)

+City and Borough of Juneau - Notes to audited financial statements
+eSvdte of Alaska PERS Actuarial Valuation Report as of June 30, 2002 (Page 5)

2ER*

SEATTLE-NORTHWEST
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Summary of Results

9 Assumes payoffof 100% 6/30/04 PERS UAAL for the City and Borough

of Juneau, brought forward to March 1, 2006.

Dated Date
Delivery Date

Obligations Par Amount
True Interest Cost

Aggregate Savings
Average Annual Savings

Net PV Savings
Percentage Savings of Refunding Obligations

3/1/2006
3/1/2006

$ 75,075,000
6.06%

$ 23,758 921
$ 1,079,951
$ 14,881,383

19. 82%

mmm SEATTLE-NORTH WEST
SECURITIES CORPORATION



Contact Information

Lindsay Sovde, Vice President
+ (206)628-2875

¢+ Isovde@snwsc.com

Carol Samuels, Vice President
+ (503)275-8301

¢« csamuels@snwsc.com

Mark Prussing, Vice President
+ (206)689-2780

« mprussing@snwsc.com
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Pension Obligation Bonds

System wide Analysis
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Pension O bligation Bonds

Alaska PERS system wide refinancing analysis

« A refinancing of the $3.4 billion PERS UAAL could result in net pres nt
value savings of over $1 billion

- This translates into a system wide rate reduction of approximately 15.50%
Results in a net PERS rate savings of approximately 3.07%

Total PERS Rate 21.77% 21.77% 21.77% 21.77%
Less: Projected Rate Credit (15.50%) (15.50%) (15.50%) (15.50%)
Plus: Debt Cost 12.36% 12.43% 12.43% 12.43%
Net PERS Rate 18.63% 18.70% 18.70% 18.70%
Net Savings in PERS Rate 3.14% 3.07% 3.07% 3.07%
Net Cashflow Savings $51,161,811  $51,944574  $53987,342  §56,147,686

| SEATTLE-NORTH WEST
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Assumptions

UAAL brought forward from 6/30/04 to 7/1/06 UAAL lump sum payment
date
5.75% true interest cost (TIC, borrowing rate)

25-year fixed amortization

4% salary growth rate

8.25% UAL borrowing cost

Level percentage of payroll savings structure
Assumes elimination of 5% rate cap

M mm SEATTLE-NORTHWEST
= 1 & SECURITIES CORPORATION



Sensitivity Analysis

Municipality of Anchorage
Annual Savings from Pension Bond assuming 6.00% TIC

12% Earnings  8.25% Earnings 4% Earnings

FY 2006 1.010,489 1,010,489 1,010,489
FY 2007 1,253,934 1,253.934 1,253,934
FY 2008 3,485,268 2,411.768 1,210,862
FY 2009 5,643,081 3,633,284 1,469,585
FY 2010 7,367,117 4,286,983 1.095,336
FY 2011 8,817,906 4,518,049 229,458
FY 2012 10,453,550 4,767.566 (691,042)
FY 2013 12,289,353 5,031.950 (1,674,081)
FY 2014 14,342,643 5,307,542 (2,727,933)
FY 2015 16,645,143 5.602,709 (3.849,155)
FY 2016 19,213,120 5,907,672 (5,052,801)
FY 2017 22,085,008 6,231,726 (6,335,242)
FY 2018 25,294,943 6,576,264 (7,701,209)
FY 2019 28,877,504 6.938,849 (9,159.824)
FY 2020 32,873,972 7,318.513 (10.719,433)
FY 2021 37,338,780 7,720.777 (12,382.825)
FY 2022 42,331.475 8,147,261 (14,158,035)
FY 2023 47,921,048 8,595,699 (16,059,136)
FY 2024 54,202,457 9,067.403 (18.100,552)
FY 2025 61,317,948 9,565,593 (20,303,418)
FY 2026 69,529,677 10.090,417 (22,716,807)
FY 2027 79.683.185 10.649,279 (25,504.160)
Total Savings 601,977,602 134,633,727 (170,865,990)
Present V'alue
Savings 258.474,528 71,393,516 (56.730,895)

MMM SEATTLE-NORTHWEST
m m m SECURITIESCORPORATION



Contact Information

Lindsay Sovde, Vice President
+ (206)628-2875
* |sovde@snwsc.com

Carol Samuels, Vice President
+ (503) 275-8301
e csamuels@snwsc.com

Mark Prussing, Vice President
+ (206) 689-2780
e mprussing@snwsc.com

mmm SEATTLE-N ORTH VIEST
8 H H SECURITIESCORPOR/ «10N


mailto:lsovde@snwsc.com
mailto:csamuels@snwsc.com
mailto:mprussing@snwsc.com

P resentation to:

Alaska School Districts and

Municipal Governments

Re: TRS and PERS Liability Refinancing

March 2005

M errillLynch

Global Markets & Investment Banking Group
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Governments - TRS and PERS Liability Refinancing
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Executive Summary

House and Senate Hearings: Over the past month, policymakers have discussed numerous potential

solutions to PERS/TRS underfunding. Pension financing isone of many solutions that policymakers have

expressed a desire to explore.

Growing Local Interest: Many local entities and school districts are attracted to pension financing solutions.

For instance, the Alaska Municipal League recently recommended that the State "consider the creation of a
Stafe and Local Retirement Pension Bond Corporation to finance the PERS/TRS $5 Billion past liability with

low interest bonds. Estimated bond rates of 5.5 to 6% could save an estimated over $100 million/year on the

PERS/TRS unfunded liability currently at 8.25%."

High Potential Savings: With interest rates at today's low levels, the potential savings from a pension

financing continue to be very attractive (see section 2).

Detailed Risk Assessment: Regarding risk, history shows that in almost all cases (other than two years in the
depth of the stock market crash of 1929-1930), returns of a 70% equity / 30% fixed income portfolio (similar to
TRS' currentinvestment allocation) over 20 years would have exceeded today's assumed pension bond rate

(see section 3). Note that -past performance does not guaranteefuture results.

Most U.S. jurisdictions have used G.O. bonds to execute these financings, but such a
Merrill Lynch has designed a structure that permits bond

Solid Legal Framework:
method isnot permitted by the Alaska constitution.
financing to occur within a conventional and solid legal framework (see section 4).

Next Steps: We discuss potential next steps in section 5.
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Executive Summary

Merrill Lynch Commitment to the State of Alaska

Merrill Lynch Alaska Retail Presence

Merrill Lynch has maintained a corporate presence in the State
of Alaska since 1976

2 retail offices located in Anchorage and Juneau
Merrill Lynch employs 45 Alaska residents

25 Financial Advisors managing nearly 24,000 accounts for
retail clients

$1.8 billion in retail assets and $146 million in municipal bonds

Merrill Lynch is ranked 2nd among the 7 largest retail firms in
the sale of municipal bonds tc Alaska retail investors with a
24.8% market share (McLagan Survey First Half 2003)

Alaska Competitive Underwriting Rankings (1990-Present™*

Merrill Lynch
Lehmen Brothers $210
|* V*‘
uBsS Hr_mcial $193
Services
Morgan Stanley $148
Ctigrap S8 5 nilions. Full crill tOI(IJ'i_mT‘a%IrT}Ixchnlr*_shorl-lcnu. printe
decanartard nonprofit irites - Saarties QoM



2. O verview of Potential Savings from

Pension Financing
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Overview of Potential Savings from Pension Financing

Potential Employer Contribution Rate Impact*

I Pension financing could drop employer contribution rates for local municipalities and school

districts significantly and immediately.

9.97%

PERS
4.84%

TRS - No Financing TRS - Financing PERS - No Financing PERS - Financing

* Please see page 8 of this presentation for important disclosure on our calculation o f the numbers on this page.

kmm



Overview of Potential Savings from Pension Financing

TRS Analysis

| If TRS'"Unfunded Accrued Actuarial Liability (UAAL) were refinanced with a bond issue, the

financing would show projected PV savings of about $731 million of the $2 billion UAAL.**

EMPLOYER SIZE POTENTIAL SAVINGS FROM PENSION BOND SC JTION

2007 2028
Actuarial Employer Actuarial Employer Total
Estimate of  Contrib Decline in Decline Estimate of  Contrib Decline in 2005 -2028
2005 TRS %of Total Employer Rate w/ Employer in Employer Rate w/ Employer Decline in Employer
Employer 2005 TRS Contrib Pension Contrib Employer Contrib Pension Contrib Employer Payment
Salary Salaries Rate Bonds Rate Payment Rate Bonds Rate Payment PV Savings*
$5,000,000 0.87% 40.75% 32.27% 8.48% $446,966 47.62% 37.65%0 9.97% $1,251,284 $6,382,001
$10,000,000 1.74% 40.75% 32.27% 8.48% $893,933 47.62% 37.65% 9.97% $2,502,567 $12,764,002
$25,000,000 4.36%0 40.75% 32.27% 8.48%0 $2,234,832 47.62% 37.65%0 9.97% $6,256,418 $31,910,004
$50,000,000 8.72% 40.75%0 32.27% 8.48% $4,469,665 47.62% 37.65%0 9.97% $12,512,837 $63,820,008
$100,000,000 17.44% 40.75% 32.27% 8.48% $8,939,330 47.62% 37.65%0 9.97% $25,025,673 $127,640,015
$200,000,000 34.88% 40.75% 32.27% 8.48% $17,878,660 47.62% 37.65%0 9.97% $50,051,347 $255,280,030
$573,377,000 ].(D(X)O/o 40.75% 32.27% 8.48% $51,256,062 47.62% 37.65% 9.97% $143,491,455 $731,858,490

* PV at 8.25% actuanal rate.

** Please see page 8 of this presentation for important disclosure on ¢ tir calculation of the numbers on this page



2005
2006
2007
2008

2013
2014
2015
2016
2017
2018

2023
2024
2025
2026
2027
2028

Overview of Potential Savings from Pension Financing

**

TRS Analysis*

TRS Salaries
Employer
Entire w/ 100.00% of
TRS* Salaries
A B- A« 100.00%

$573,377,000
586,635,000
604,620,000
623.847,000
644,648,000
667,202,000
691,229,000
716,139,000
742,797,000
771,037,000
801,545,000
834,288,000
869,145,000
906,267,000
945,445,000
986,990,000
1,031,829,000
1,0B0,428,000
1,132,136,000
1,187,212,000
1,245,623,000
1,306,908,00"
1,371,207,000
1,438,671,000

$573,377,000
586,635,000
604,620,000
623,847,000
644,648,000
667,202,000
691,229,000
716,139,000
742,797,000
771,037,000
801,545,000
834,288,000
869,145,000
906,267,000
945,445,000
986,990,000
1,031,829,000
1,080,428,000
1,132,136,000
1,187,212,000
1,245,623,000
1,306,908,000
1,371,207,000
1,438,671,000

NO ACTION
Total Total
Employer Employer
Ctb Rate** Payments
(Normal ¢ (Normal ¢
Past Svc) Past Svc)
C D*B*cC
38.85% $222,756,965
39.22% 230,078,247
40.75% 246,382,650
41.29% 257,586,426
41.65% 268,495,892
41.53% 277,088,991
41.98% 290,177,934
42.24% 302,497,114
42.75% 317.545,718
43.25% 333,473,503
43.79% 350,996,556
44.32% 369,756,442
44.83% 389,637,704
45.30% 410,538,951
45.68% 431,879,276
45.96% 453,620,604
46.25% 477,220,913
46.68% 504,343,790
47.08% 533,009,629
47.32% 561,788,718
47.49% 591,546,363
48.01% 627,446,531
47.71% 654,202,860
47.62% 685,095,130

Total

Employer
Ctb Rate***
(Expected
Normal Rate

E

14.76%
14.28%
14.52%
14.63%
14.73%
14.84%
14.95%
15.06%
15.16%
15.27%
15.38%
15.48%
15.59%
15.70%
15,80%
15.91%
16.02%
16.13%
16.23%
16.34%
16.-*S%
16.55%
16.66%
16.76%

PROPOSED PENSION BOND SOLUTION

ital Pension Bond
oyer Debt Service
yments to Pre-Fund Total

(Expected Past Svc Employer
Normal Rate) Rate Payments

F- 0+E 0 HeFeG
$84,630,445 $93,486,831  $178,117,277

83,771,478 99,020,765 182,792,243
87,790,824 107,335,765 195,126,589

91,250,101 112,575,765 203,825,865

94,982,436 117,435,765 212,418,201
99,019,449 120,515,765 219,535,213
103,324,911 126,460,765 229,785,675
107,814,726 131,760,765 239,575,491
112,622,881 138,690,765 251,313,646
117,729,640 146,015,765 263,745,404
123,245,559 154,141,123 277,386,682
129,172,811 162,826,123 291,998,934
135,499,706 172,001,123 307,500,829
142,256,731 181,576,123 323,832,854
149,418,128 191,171,123 340,589.251
157,039,979 200,726,694 357,766,672
165,278,369 211,121,352 376,399,721
174,219,015 223,431,356 397,650,371
183,768,316 236,367,711 420,136,027
193,978,569 248,933,734 442,912,303
204,855,159 261,712,664 466,567,823
216,332,481 278,243,190 494,575,671
226,443,086 288,155,210 516,598,296
241,121,260 300,482,416 541,603,676

POTENTIAL SAVINGS-PENSION BOND SOLUTION

Improved
Decline In Decline In Total
Employer Employer Employer
Payments Ctb. Rate Ctb. Rate
[*D-H Je1/B K«Cel
$44,639,688 7.79% 31.06%
47,286,005 8.06% 31.16%
51,256,062 8.48% 32.27%
53,760,561 8.62% 32.67%
56,077,691 8.70% 32.95%
57,553,777 6.63% 32.90%
60,392,259 8.74% 33.24%
62,921,623 8.79% 33.45%
66,232,072 8.92% 33.83%
69,728,098 9.04% 34.21%
73,609,873 9.18% 34.61%
77,757,508 9.32% 35.00%
82,136,875 9.45% 35.38%
86,706,097 9.57% 35.73%
91,290,025 9.66% 36.02%
95,853.932 9.71% 36.25%
100,821,191 9.77% 36.48%
106.693,419 9.88% 36.BO0O%
112,873,602 7% 37.11%
118,876,416 ﬂl% 37.31%
124,978,540 10.03% 37.46%
132,870,860 10.17% 37.84%
137,604,564 10.04% 37.67%
143,491,455 9.97% 37 65%

Total Employer Savings: $2,055,412,191

PV of Employer Savings @ 8.25%:

* See Page 32, Table 4, of Stale of Alaska TRS Actuarial Valuation as of June 30, 2003
** See Page 27, Table 2, of State of Alaska TRS Actuarial Valuation as of June 30.2003
¥+ Assumes normal rate groivs steadily from today's levels to 16.76% in 2028

Please sec page 8 of this presentation for important disclosure on our calculation of the numbers on this page

§731,858.490



Overview of Potential Savings from Pension Financing

PERS Analysis

IfPERS" Unfunded Accrued Actuarial Liability (UAAL) were refinanced with a bond issue, the
financing would show projected PV savings of about $1 billion of the $2.8 billion UAAL.**

EMPLOYER SIZE POTENTIAL SAVINGS FROM PENSION BOND SOLUTION
2007 2028
Actuarial Employer Actuarial Employer Total
Estimate of  Contrib Decline in Decline Estimate of  Contrib Decline in 2005 - 2028
2005 PERS Yf Total Employer Rate w/ Employer in Employer Rate w/  Employer Decline in Employer
Employer 2005 PERS Contrib Pension Contrib Employer Contrib Pension Contrib Employer Payment
Salary Salaries Rate Bonds Rate Payment Rate Bonds Rate Payment PV Savings*
$5,000,000 0.32% 26.77% 22.43% 4.34% $233,.>77 30.22% 25.38% 4.84% $628,138 $3,152,746
$10,000,000 0.63% 26.77% 22.43% 4.34% $467,155 30.22% 25.38% 4.84% $1,256,277 $6,305,493
$25,000,000 1.58% 26.77% 22.43% 4.34% $1,167,887 30.22% 25.38% 4.84% $3,140,692 $15,763,732
$50,000,000 3.15% 26.77% 22.43% 4.34% $2,335,774 30.22% 25.38% 4.84% $6,281,384 $31,527,465
$100,000,000 6.31% 26.77% 22.43% 4.34% $4,671,548 30.22% 25.38% 4.84% $12,562,769 $63,054,929
$250,000,000 15.77% 26.77% 22.43% 434%  $11,678,870 30.22% 25.38% 4.84% $31,406,922 $157,637,323
$500,000,000 31.55% 26.77% 22.43% 434%  $23,357,739 30.22% 25.38% 4.84% $62,813,843 $315,274,645
$1,585,006,000  100.00% 26.77% 22.43% 434%  $74,044,314 30.22% 25.38% 484%  $199,120,637 $999,424,409

1PV at 8.25% actuarial rale.
I Please see page 8 of this presentation for imponanl disclosure on our calculation of Ihe numbers on this page.



2005
2006
2007
2008

2013
2014
2015
2016
2017
2018

2023
2024
2025
2026
2027
2028

PERS Salaries

Entire
PERS*
A

Si,585,006,000
1,644.687,000
1,706,759,000
1,772,065,000
1,840,407,000
1,912,174,000
1,986,893,000
2,065,722,000
2,148,151,000
2,234,922,000
2,327,596,000
2,423,538,000
2,524,705,000
2,632,258,000
2,745,982,000
2,866,296,000
2,993,733,030
3,1*9,150,000
3,273,542/ j
3,426,878, j
3,587,398,000
3,755,436,000
3,931,345,000
4,115,495,000

Employer
w/ 100.00% of
Salaries
B » A’ 100.00%

51,585,006,000
1,644,687.000
1,706,759,000
1,772,065,000
1,840,407,000
1,912,174,000
1,986,893,000
2,065,722,000
2,148,151,000
2,234,922,000
2,327,596.000
2,423,538,000
2,524,705,000
2,632,258,000
2,745,9B2,000
2,866,296,000
2,993,733,000
3,129,150,000
3,273,542,000
3.426,b78,000
3,587,398,000
3,755,436,000
3,931,345,000
4,115,495,000

Overview of Potential

PERS Analysis****

MO ACTION
ioUl Tolar
Employer Employer
Ctb Rate** Payments
(Consol ¢ (Consol ¢
Past Svc) Past Svc)
C De B*C
16.77% S265,805,506
21.77% 358,048,360
26.77% 456,899,384
27.74% 491,570,831
27.99% 515,129.919
27.73% 530,245,850
27.84% 553,151,011
27.96% 577.575,871
28.08% 603,200,801
2B.20% 630,248,004
28.39% 660,804,504
28.53% 691.435,391
28.67% 723,832,924
28.84% 759,143,207
29 01% 796,609,378
29.17% 836,098,543
29.34% 878,361,262
29.50% 923,099,250
29.70% 972,241,974
29.90% 1,024,636,522
30.11% 1,080,165,538
30.34% 1,139,399,282
30.27% 1,190,018,132
30.22% 1,243,702,589

foul

Employer
Ctbh Rate***

(Expected
Consol Rate)

E

13.31%
13.24%
13.40%
13.49%
13.58%
13.67%
13.76%
13.86%
13.95%
14.04%
14.13%
14.22%
14.31%
14.40%
14.49%
14.58%
14.67%
14.76%
14.86%
14.95%
15.04%
15.13%
15.22%
15.31%

PROPOSED PENSION BOND SOLUTION

Total
Employer
Payments
(Expected

Consol Rate)
F-B*E

$210.964.299
217,756,559
228,721,222
239,083,788
249,977,464
261,463,719
273,486,790
286,215,173
299,588,950
313,722,096
328,846,995
344,605,071
361,285,286
379,069,082
397,942,719
417,984,129
439,289,494
462,004,774
486,299,544
512,193,647
539.446,821
568,129,186
598,314,970
630,082,285

Pension Bond
Debt Service

to Pre-Fund
Past Svc
Rate
G

$37.045.386

94,768,848
154,133,848
170,553,848
179,108,848
181,563,848
188.913,848
196,813,848
205,088,848
213,813,848
224,238,848
234,233,848
244,898,848
256.738,848
269,298,848
282,433,848
296,593,848
311,468,848
328.253,848
346,152,592
365,257,592
385,892,592
399,697,592
414,499,668

Total
Employer
Payments
He Fe¢G

$248,009,685
312,525,407
382,855,070
409,637,636
429,086,312
443,027,567
462,400,638
483,029,021
504,677,798
527,535,944
553,085,843
578,888,919
606,184,134
635,807,930
667,241,567
700,417,977
735,883,342
773,473,622
814,553,392
858,346,239
904,704 413
954,021,778
998,012,562
1,044,581,953

POTENTIAL SAVINGS-PENSION BOND SOLUTION

Decline In
Employer
Payments
le D-H

S$17.795.822
45,522,953
74,044,314
81,933,195
86,043,608
87,218,283
90,750,373
94,546,850
#8,523,003

102,712,060

107,718,652

112,546,472

117,648,790

123,335,278

129,367,811

135,680,567

H .,477,920

749,625,628

157,688,582

166,290,283

175,461,125

185,377,504

192,005,570

199,120,637

Total Employer Savings: $2,873,435,288

PV of Employer Savings ta 8.25%:

* See Page 37, Table 4, of Stale of Alaska PERS Actuarial Valuation as of June 30, 2003

** See Page 32, Table 2, of Stale of Alaska PERS Actuarial Valuation as of June 30,2003
*¥"* Assumes normal/consolidated rate grows steadily from today's levels to 15.31% in 2028
e#++ Please see page 8 of this presentation for important disclosure on our calculation of the numbers on this page.

5999,424,409

Savings from Pension Financing

Decline In
Employer
Ctb. Rate
Je1/ B

112%

2.77%
4.34%
4.62%
4.68%
4.56%
4.57%
4.58%
4.59%
4.60%
4.63%
4.64%
4.66%
4.69%
4.71%
4.73%
4.76%
4.78%
4.B2%
4.85%
4.89%
4.94%
4.88%
4.84%

Improved
Total
Employer
Ctb. Rate
KmC-J

15.65%
19.00%
22.43%
23.12%
23.31%
23.17%
23.27%
23.38%
23.49%
23.60%
23.76%
23.89*.
24.01%
24.15%
24.30%
24.44%
24.58%
24.72%
24.88%
25.05%
25.22%
25.40%
25.39%
25.38%



Disclaimer

Please note that the numbers on pages 3-7 of this presentation are Merrill Lynch's best estimate of future pension
financing savings and employer contribution rates based on information in the PERS/TRS Actuarial Valuation

Report as of June 30, 2003. It should be noted that future employer contribution rates will be calculated by the

PERS/TRS actuary, not Merrill Lynch.
unpredictable events such as investment portfolio returns, health care cost assumptions and experience,
For instance,

In addition, future employer contribution rates will be influenced by

demographic chmges, and other factors which impact the funding levels of the PERS/TRS system.
ifthe PERS/TRS investment portfolio returns less on an average annual basis than the actuarial assumption of

8.25%, future employer contribution rates will likely be higher than the projected employer contribution rates

provided in this presentation. In addition, if the proceeds from a pension bond financing earn less on an average

annual basis than the interest rate on the pension bonds for the life of the bonds, the entity issuing the pension

bonds will be worse off than had it not issued tlie bonds.



3. Risks of Pension B ond Financings...

A H istorical Perspective



Risks of Pension Bond Financings... A Historical Perspective

The Real Reason Behind the Decline in Funding Ratios
| Increasing liabilities, not declining assets...

e Acommon misperception is that the dismal stock market returns of 2001/2002 caused most of the current
underfunding in the retirement system. In reality, changes in liabilities such as health assumption changes

and benefitimprovements were some of the largest contributors.

e Incontrast, investment underperformance was a relatively small contributor to the retirement system's

currentunderfunding.

Changes in Assets Include: _ _ _
Drivers of PERS/TRS Funding Ratio Changes (1992-2003)

* Investment performance ) i
PERS Change in Funded Status ~ TRS Change in Funded Status

1 Change Due to Assets -3.8% -2.7%
Changes in Liabilities Include: | Change Due to Liabilities -18.5% -26.6%
Total Change in Funded Status -22.3% -29.3%

« Health experience

« Health assumption changes

Plan changes

Demographic experience

Non-health changes



Risks of Pension Bond Financings... A Historical Perspective

PERS/TRS Investment Returns vs. Pension Bond Interest Rates

| W ith the exception of two 20-year periods beginning in 1928 and 1929, a 70% stock / 30% bond

portfolio since 1926 has always returned more than today's assumed pension bond rate.

Compounded Annual Return Over 20-Year Periods of Portfolio of 70% Stocks and 30% Bonds*

17.00%
15.00%
13.00%
11.00%
9.00%
7.00%
5.00%

3.00%
A MNA A A A A A ANANAN A AN AN o cfP
# & ji* js- 37 <$& & jp N oarjy e/

M0-Yr Annual Compounded Return Average Assumed Bond Ratej

()) p unded annual returns from Ibbotson Associates “2004 Yearbook". Portfolio comprised of 70% stocks (2/3 large cap and 1/3 small

cap 30% long-term corporate bonds




Risks of Pension Bond Financings...A Historical Perspective

Growth in Penr.ion Financing Solutions

| Accepfance of pension financing solutions has gro vn considerably over the past four years.

As taxable <"ed rates, halejapped to historic lows.. .pensio.nifinancing solutions have become common.

Taxable Pension Bond Financings

eo

2000 2001 2002 2003 2004



4 .

P ension

F

inanc

n

g

Structures



Pension Financing Structures

Problems with Traditional Approaches

»

Question: How can local governments - school districts, municipality s or

municipal enterprises - pre-pay theirunfunded accrued actuarial liabilities

(UAAL) withoutincurring debt?

General Obligation Bonds: State Constitution requires funding a "capital
improvement.” Of note: many public entities outside of Alaska can use GO

Traditional Bonds for pension financings.

Approaches: )
Revenue Bonds: Require a separable, pledgeable revenue stream. Won't work

for general government or schocls since tlie only meaningful revenues those
entities have are tax-derived. May work for government enterprises such as
utilities (e.g. ML&P).



JEJ

Pension Financing Structures

Proposed Approach to a Financing

Legal Approach: The restrictions on contracting dent contained in Alaska's Constitution are applicable
only where the local government has endeavored to borrow money. A contractual
obligation to make contributions to a pension fund is not debt.

Step 1* Enact legislation to form a special-purpose state entity (e.g., the "AlaskaPension Servicing Corp." or
F "APSC") to service all or a portion of the participating local governments'payments to PERS or TRS
related to the local governments' share of the UAAL.

Step 2: Execute contract ("Local Government Pension Servicing Contract") between the participating local
governments and the APSC. Key provisions:

» The APSC agrees to ™ct as a servicer for the local governments;

e The local governments agree to make related pa) ments to the APSC;

e The amount and timing of contractual payments and remedies for failure to pay;

e The APSC agrees to undertake a receivables financing to prepay all or a portion of the local
governments' shares of the PERS or TRS UAAL,;

e The parties agree that no local government will be responsible for the payments of any other local
government; and

» Potentially, include direct deposit mechanism to channel State aid into debt sendee fund.

Step 3: The APSC issues contract revenue bonds payable solely from APSC's receipts pursuant to each
Local Government Pension Servicing Contract.

Step 4: The APSC transfers to PERS or TRS proceeds from contract revenue bonds to prepay all or a portion
of the participating local governments' UAALSs.



Pension Financing Structures

Proposed Approach to a Financing

1) Government entities with UAAL.

2) Servicing Contract obligates each participating government to make payments to the APSC, and the APSC
to issue revenue bonds and to deposit the proceeds with PERS or TERS to prepay UAAL.

3) APSC is a new, special- purpose corporation of the State that can (a) by contract, service obligations of
local governments to PERS/TRS; and (b) can issue revenue bonds payable solely from payments received
from the local governments.

4) Pre-pay of pension liability of each participant.

14



Pension Financing Structures

Pension Obligation Bond Security Structures

Survey of Pension Obligation Bond Security Structures

General Obligation Pension Obligation Appropriation Moral Obligation Dedicated Revenues
Oregon LA County New York Wisconsin Philadelphia
Pittsburgh San Diego County New Jersey Denver
Indiana(l) New Orleans
lllinois Sacramento County

Higher credit quality general obligation bonds are more widely accepted in the marketplace.

With GO backing not feasible, the bond can be structured as an appropriation credit or a revenue bond structure.

() Brosssuadbyundaryingpod of muridipelity GOt

15



Pension Financing Structures

Credit Considerations

| Rating Agency Perspectives

e The estimated funding ratios of 64% and 73% for TRS and PERS, respectively, as of June 20, 2003 are at very low
levels; a pension obligation bond issue demonstrates the Local Entity's intention to address the situation.

> Large unfunded liability creates the potential for unexpected future cash contributions to the plan.

« Rating agencies will generally view a plan to address the pension liability in a positive light.

> Given the structural nature of the pension obligation, a bond will not be viewed as an entirely new

obligation, but must be part of a reasonable, forward thinking plan to address unfunded pension liability.

> Careful assessment and appropriate adjustments to actuarial assumptions, benefit increases, and
contribution levels can help demonstrate to the rating agencies that the pension bond is part of a

comprehensive approach.

» Mostissuers of sizeable pension obligation bond programs have not witnessed a resulting decline in ratings.

e The rating agencies are interested in seeing a long-term plan to fund the TRS' and the PERS' unfunded liabilities. A

pension obligation bond issue on its own may not fully address analysts' concerns.






W hat has happened recently...

House and Senate Hearings: Over the past month, Alaska policymakers have discussed numerous potential
solutions to PERS/TRS underfunding. Pension financing is one of many solutions that policymakers have

expressed a desire to explore.

Growing Local Interest: Many local entities and school districts are attracted to pension financing solutions.
For instance, the Alaska Municipal League recently recommended that the Sta®e "consider the creation of a State
and Local Retirement Pension Bond Corporation to finance the PERS/TRS $5 Billion past liability with low
interest bonds. Estimated bond rates of 5.5 to 6% could save an estimated over $100 million/year on the

PERS/TRS unfunded liability currently at 8.25%."

Tier Restructuring: Tier restructuring has been discussed as a partial remedy. Most states that have executed
bond solutions have done so in conjunction with other programmatic changes (such as Tier restructuring) that
helped to get pension funding under control. We believe that, mathematically, our pension financing savings
should t>e available 1-for-1 against whatever Tier restructuring is implemented. Also, a new Tier tends to help
more in the far future, whereas the borrowing would have an immediate benefit.

Historically Low Rates: Long-term interest rates have remained at historic lows, making pension bond

financings extremely attractive.

Increasingly Common Financing Tool: Municipalities and school districts across the country have increasingly
executed pension bond financings and thereby taken advantage of the attractive potential savings levels in

today's market. In the past two years alone, there have been 137 taxable pension bond financings in the US.



| Going forward, what needs to happen...

e« Continued Development of Legal Structure: In section 4 we discussed potential legal structures of a pension

financing. Nextsteps would be to work with local counsel and policymakers to formalize the legal structure

that would work best for this type of financing.

e Drafting and Approval of Enabling Legislation: Merrill Lynch can work with attorneys to draft legislation

authorizing a pension bond financing.



W ork Plan

Key Features of Legislation

| Legislation could bedrafted bylocal counsel to...
e Create Alaska Pension Servicing Corp ("APSC") as a subsidiary of [State Agency].

« Develop necessary governance and assign staff. Most likely would have considerable Board overlap w/ [State
AgencylJ, but would need independent directors to preserve necessary independence and bankruptcy
protection. Could share accounting, finance and administrative staff with [State AgencylJ.

e« Give APSC necessary powers and rights as a government agency to borrow, contract, hire specialists and
contractors etc. May draw upon the rlready enumerated powers of [State Agency] and supplement with

ctdditional features as needed.
e Specifically authorize some of the various important features directly associated with the APSC borrowing
program. Would authorize APSC to:
e enter into pension servicing contracts w'ith local governments;

e pledge portions of those municipal contracts to secure the payment of the bonds in return for bond

proceeds;
e depositbond proceeds with TRS and PERS boards as appropriate;
e cooperate with and request help from actuaries; and

« acton behalf of local governments in making sure proceeds are properly tracked.

« Specifically authorize local governments to contract with the APSC using this structure.
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Executive Summary

W hy are we here?

| Public employers in ihe State of Alaska are facing substantial funding shortfalls relative to

thei obligations (on an actuarial basis).

« - <- \%

Alaska Public Employers VA

PERS/TRS Unfunded Liability as of June 30, 2004~

Present Value

Total PERS $3,413 million
State of Alaska Share 2,023 million
Municipality of Anchorage Share** 462 million
Fairbanks North Star Borough Share*** 70 million
Citv & Borough of Juneau Share 63 million
Remaining 185 Employers Combined 794 million

Total TRS $2,278 million

* Based on Mercer Consulting Actuarial Report.
** Includes both Municipality of Anchorage and Anchorage School District Share
*** Includes both Fairbanks North Star Borough and Fairbanks North Star Borough School District Share



Executive Summary

W hat is a UAL?

I W hat is a UAL? \ctuarial computations compare the costs of future benefits to a projection of

assets available to meet those costs. A shortfall is known as an Unamortized Actuarial Liability
or UAL.

a » Key Diivers:

J PV of Assumed Future « Benefit Levels

UAL =

Benefit Costs \ . e« Health Care Costs

e Employment / Retiree Patterns

less

Key Drivers:
of Assumed W orth o f.

e« Contribution Levels

Pastand:;Ongo,in > .
g 'ng C > « Earnings Rates

Contributions ] . eAssumed
sActual
w
L 2j9°V 5 &
C kJ( 2
1 5
€_ rj.—

Z*>1 *7,1
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Executive Summary

M ajor Points of This Presentation

Key Points * .

it . 4

Pension financing is an v creasingly common tool that allows municipal issuers to amortize

unfunded pension liabilities at a lower interest rate than the rate assumed by actuaries

The potential present' plue savings from pension financing are significant:*
*System-Wide PERS: $876 million - $1.16 billion (approximately $100 million per year)
sSystem-Wide 1RS: $586 - $761 million (approximately $64 million per year)

Pension financing is not without risk.

«The principal financial risk is that the PERS/TRS investment portfolio returns less than
the interest rate on tlv bonds (5.80?0) over the 20-30 year life of the bonds. Although
history argues against such a dire investment projection, this result is possible

e Political develop Rentsand/or retirement system changes fundamentally alter landscape

The exact legal form of pension financing in Alaska is still unclear. 110278 would provide an
approach for local governments to finance on their own or in "pools" via the Bond Bank. Certain
issuers may also be able to finance on a stand-alone basis

Ihis technique has been widely employed across the US. In Oregon, the City oi Portland issued

pension bonds in 1999, other municipalities followed, and finally the State executed a pension
financing for its own account in 2003

* Lower end nfsavings range oascd on 8.25% PV rate. 1Iig|ter end of PV savings range based on 5.80% PV rale. Please see
page 100fthis presentation for important ilisc.osure of (lie calculation of the numbers on this page.
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W hat

is Pension Financing?

Overview

Description

* AH publicemployers make
annual contributions to future

benefit costs

e These payments are based on
an actuarial evaluation of
future costs and go in an
account at PERS/TRS

* When value of this account
falls below the estimate of
future obligations, the
difference is known as the
UAL

e State-Wide "UAL s":*
e« PERS: $3.4 billion

* TRS: $2.2 billion

Economics

The UAL is 'repaid' or
amortized to PERS/TRS over 30
years, assuming assets will earn
8.25%

Effectively, the PERS/TRS
account is "lending" the
employer the UAL at a loan rate
of 8.25%

With pension financing, the
employer borrows, via bonds,
money to fund the UAL today.
It then repays investors at a rate
lower than 8.25%

In today's market, an employer
could bo tow at an all-in taxable
rate (i.e. interest rate including
all financing costs of issuance) of
approximately 5.80%

Considerations

Complexity of analysis and
cash flows

Risk that savings will be less
than expected (i.e. investment

risk - see section 4)
Credit rating risk (see section 4)

Unused technique in Alaska
(see sections 4 & 5)

e Local authority/legal

structure

e Political uncertainty



W hat is Pension Financing?

Growth in Pension Financing Solutions

| Acceptance of pension financing solutions has grown considerably over the past four years.

As taxable fixed rates have dropped'to historic lows... *_.pension financing solutions have become common.
10-Year Treasury Taxable Pension Bond Financings
Financings
80
2000 2001 2002 2003 2004 2005

Many other municipalities and states - including lllinois, Wisconsin and Oregon - have implemented pension
financings to help solve state-wide underfunding. The City of Portland issued pension bonds in 1999 (senior
managed by current M errill Lynch bankers), after which other municipalities and the State thenfollowed.
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Potential Savings Analysis

UAL PastService Rate Replaced by Lower-Cost Bond Debt Service

Status Quo Pension Financing
/ V 5P,
Employers - Employers
T T ® T T
Consolidated/ ! | Past Service Rate Consolidated/ I Debt Service in
Normal Cost | | Normal Cost | Lieu of Past
Rate Rate | Service Rate

* PERS/TRS

*

2b
Proceeds of

Bonds Pre-pay

DAL Upfront

(J) "Staying Current": Annual cost of future benefits forcurrent and future employees.

(2) 'Getting Caught Up": Amortization of past under-funding of future benefits notyet provided for.



Potential Savings Analysis

System -W ide PERS ($3.4 billion UAL)’

| 2009 Estimated Pension Costs

Status Quo After Pension Financing
Consolidated Rate (x): $233,009,263 Consolidated Rate (x): $233,009, 263
Past Service Rate (y): d276,932,ijg> Past Service Rate (y): N/A
Debt Service on Pension Bonds (2): N/A Debt Service on Pension Bonds (2): ;$200,192,5T2~")
Total Estimated Pension Costs (x+y): $509,941,444 Total Estimated Pension Costs (x+2z): $433,201,775

2009JC)iflference: $76.7 million

Estimated Rresent Value Savings
Status Quo After Pension Financing

PV of Past Service: Rata: \ $3,413,502,000 PV of Debt Service on Pension Bor. is: $2,536,552,430
ifi

2006-2030 PV Difference: $876.9 million**

Note that the above numbers are system-wide numbers which assume the entire unfunded liability is
financed. The impactfor a specific employer would depend on that employer's particular unfunded liability,

o* X 25% PV rale

* Please see payi 10 of this presentationfor important disclosure on our calculation of the numbers on this page.



Potential Savings Analysis

System -W ide TRS ($2.2 billion UAL)”’

2009 Estimated Pension Costs

Status Quo After Pension Financing
Normal Cost Rate (X): $84,254,490 Normal Cost Rate (x): $84,2G4,490
Past Service Rate (y): N"T85.90qij3> Past Service Rate (y): N/A
Debt Service on Pension Bonds (z): N/A Debt Service on Pension Bonds (2): Q 735,290,46g>
Total Estimated Pension Costs (x+y): $270,154,603 Total Estimated Pension Costs (x+2): $222,5"4,956

2009 Difference: $47.6 million

Estimated Present Value Savings

Status Quo After Pension Financing

PV of Past Service Rate: $2,278,230,000 PV of Debt Service on Pension Bonds: $1,692,037,245

2006-2030 PV D ifferent: $586.1 million’

Note that the above numbers are system-wide numbers which assume the entire unfunded liability is
financed. The impactfor a specific employer would depend on that employer's particular unfunded liability.

o0 825% I'V rale

* Please see page 10 of this presentationfor important disclosun on our calculation of the numbers on this page.



Potential Savings Analysis

Potential Employer Contribution Rate Impact>*

| Pension financing could drop contribution rates for employers significantly and immediately.

Syste,m-Wide PERS jap - % System-Wide TRS

35%

£2130% [~
 LLT3L3T —

a 25%
Jg V u
¢ 20%Y of \
@ u |/ Average A of 3.85%
, 1]_/ or $103 million per year

10%

# /7 N NN A / A A A A A A $

— PERS- No Financing PEPS - Financing - TRS- NoFinancing B[RS Financing

(11 mver end of savings range based on K2se, PV rale Higher end ol *V savings range based on 5 SO",. |*V rale

* Please see page 10 of this presentationfor important disclosure on our calculation of the numbers on this page.



Disclaimer

Please note that the numbers on pages 3, 7-9, and 26-29 of this presentation are Merrill Lynch's best estimate of
future pension financing savings and employer contribution rates based on information in the PERS/TRS
Actuarial Valuation Report as of June 30, 2004 (including supplemental report). Itshould be noted that future
employer contribution rates will be calculated by the PERS/TRS actuary, not Merrill Lynch. In addition, future
employer contribution rates will be influenced by unpredictable events such as investment portfolio returns,
health care cost assumptions and experience, demographic changes, and other factors which impact the funding
levels of the PERS/TRS system. For instance, ifthe PERS/TRS investment portfolio returns less on an average
annual basis than the actuarial assumption of 8.25%, future employer contribution rates will likely be higher than
the projected employer contribution rates provided ip this presentation. In addition, if the proceeds from a
pension bond financing earn less on an average annual basis than the interest rate on the pension bonds for the

life of the bonds, the entity issuing the pension bonds could be worse off than had it not issued the bonds.






Risk Analysis
Key Variables Underlying UAL Calculation

| Paying off the UAL is the fundamental objective. W hat key drivers could change the UAL?

A_ctual' W hat investment rate will asset * No certainty. Only assumptions
Earnings Rate actually earn? based on historical returns. See

historical averages on page 15



Risk Analysis

How do we evaluate financial success of a financing approach?

| Is it important to identify incremental risk associated with the financing.

e The PERS System has net assets of $8.59 billion and the TRS System has net assets of $4.02 billion

« All other things equal, when those assets earn < 8.25%, the UAL goes up

e In a bond scenario, you finance your contribution at 5.80% in today's market

e« As long as those bond-funded assets earn more than 5.80%, you are better off tor having

borrowed

Happy overall

Asset
Investment
Yield (%)

Happy with pension bonds but UAL may still go up



Risk Analysis
Summary of Other Key Risk-

*Jim

Risk that proceeds contributed Historic investment performance

upfront could earn less than the Historically low borrowing rate

bond rate
See next two slides

Risk that additional debt could Rating agencies support well-

negatively impact bond credit structured pension finance

programs (see page 16)

ratings
Customary financial market risks; No different than any other financing
Financing market timing; disclosure; staff undertaken for savings, with
Risk time exception of higher financing costs

due to new and more complex credit

What ifan employer borrows and
State funds UAL later through bonds
or cash contribution?

Risk of an individual employer
taking the lead ahead of a
Statewide solution
W hat if State provides credit support
to pension bonds after an employer

sells bonds?



Changes in Liabilities Idelude:

| Between 1992 and 2003, increasing

Risk Analysis

Investment Risk

most damage to the PERS/TRS system.

Changes.i$ Assets. Include: e.

Investment performance

(i.e. investment risk)

Health benefits cost
experience

Health assumption

changes
Plan changes
Demographic experience

Non-health changes

liabilities —not poor investment performance —caused the

/ * Drivers of PERS/TRS Funding; R*ti0 Changed (1992-2003) ..

Change Due to Assets
Change Due to Liabilities

Total Change in Funded Status

PERS
Change in Fi nded Status

-18.5%

-22.3%

TRS
Change in Funded Status

-26.6%

-29.3%



Risk Analysis

Investment Risk
| As long as the bond proceeds that are invested in PERS/TRS yield more (over the 20-30 year life
of the bonds) than the bond rate, you are better off financially for having borrowed.

Compounded Annual Return Over 20-Year Periods of Portfolio of 70% Stocks and 30% Bonds*

W ith the exception ofthe 20-year penods beginning in 1928 and 1929, a 70% stock/30% bond portfolio
since 1926 has always returned more than today's assumed pension bond raie.

" Compounded mutual returns front Ibhotson Associates "2004 Yearbook". Portfolio comprised of70% stocks (2/3 large cap and 1/3 smal
.dp) and 30% long-term corporate honds.

15



Risk Analysis

Credit Risk: Does pension financing damage credit ratings?

Rating Agency Perspectives

Common Tool: Over 160 eaxable pension financings in past 3 years, which are helpful case

studies on credit impact.

M aintenance of Existing Ratings Common: Pension bonds simply replace the '"'soft"” future

liability of high employer contributions with a "hard" future liability of bond debt payments. To

m aintain ratings, issuers must:

Structure pension bonds conservatively to achieve equal employer savings over time;

e« Use conservative actuarial assumptions in their savings calculations;

Incorporate pension bonds as one tool of a larger, comprehensive pension plan;

s Example: City of Portland maintained AAA GO rating and Aa2 limited-tax rating after

pension bonds.

Limited Potential for Adverse Credit Impact: Illinois downgraded to credit "negative” by S&P

and downgraded from Aa2 to Aa3 by Moody's. S&P cited numerous reasons for downgrade,

including "a reliance on one-time revenues, including $2 billion in pension obligation bonds, to balance

the 2003 and 2004 budgets." That said, downgrade would likely have happened .ven without

pension bonds.

16



5.

Im p

lem

entation

C onsiderations



Question:

enterprises -
"debt"?

incurring

Potential

SoTtrnom

How can

pre-pay their unfunded accrued actuarial

Implementation Considerations

Bond Funding Solutions

local governments - school districts, municipalities or municipal

liabilities (UAL) without

Obligation Bonds: State Constitution requires funding a "capital
Of note: many public entities outside of Alaska can use GO

General
improvement."
Bonds for pension financings.

Revenue Bonds: Require a separable, pledgeable revenue stream.

Debt Issued Via Funding Conduit: Local contributions to PERS/TRS not
considered debt. Municipalities agree to make annual PERS/TRS payments to
funding conduit. Funding conduit sells pension bonds. Pension bond
proceeds pre-fund accrued liabilities. Funding conduit divides those payments

between those going to debt service on bonds and payments to PERS/TRS.

Conduit could be State-wide or created by an individual employer.
Appropriation Bonds By Larger, Well-Rated Municipalities: It is debatable,
but some lawyers do not consider appropriation-backed debt to be GO debt,
since debt payments are not based on full faith and credit of municipality.



Implementation

Considerations

Debt Issued Via Funding Conduit

M ultiple Local

$
Annual Consolidated /

Normal Cost Payments

-Fmplovers $
or %P ension Servicing*
\/Annual Contractual . * PERS/TRS
. | v\ Corporation $
Jrngile PERS/TRS Payments
Employer t \ \ Bond
§ $ \sProceeds
Bond \
Bond Debt EI.
. Proceeds \
) ) Service
Obligation to make |
contributions to PERS/TRS
P " . Bond 7’rustee
is "contractual” but is not )
. Could be a State entity or
considered "debt" t .
R $ an entity setup by an
individual employer
Bond Debt ! Bond
. | Proceeds
Service

Investors

Representative Hawker introduced House B ill No. 278 (included as Appendix B) lastApril which would
make the Bond Bank the "Pension Servicing Corporation” (red box above)for multiple local entities.
The bill will remain active m the upcoming session. Certain employers such as the Municipality of
Anchorage would probably not need the Bond Bank if it chose to issue pension bonds on its own.



Im plementation Considerations

Key Aspects of House Bill No. 278

Entitles Bond Bank or Bond Bank Subsidiary to assist governmentemployers by issuing

bonds to enable employers to pre-pay unfunded liabilities of retirement systems.

Authorizes government employers to contract with —and to issue bonds, notes, or

commercial paper to —the Bond Bank or Bond Bank Subsidiary for that purpose.

Specifies no expectation of subsidization with State funds.
Consolidated bond-based approach provides municipalities with unified solution.

Bonds issued by the Bond Bank are additionally secured by a Moral Obligation of the State.

That said, none of our discussions with the State have contemplated a State moral obligation

to back local pension bonds.



Im plementation Considerations

Next Steps

Respond to feedback from legisl ".tors and government officials, fuither refine analysis

Develop detailed legal approach
Discuss 11B278 with legislators

Discuss with Departmentoflv v nue
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Oregon Example

Ca.,d Study: Pension Obligation Finance in Oregon

| Owver $6.2 Pillion of pension obligation bonds have been is' led in Oregon since 1999

m A wide range of public employers have issued pension bonds:
m The State
* The City of Portland
m Multnomah County (the County that Portland sits in)
m School Districts

Port of Portland

m In Oregon, UAL's were driven by:
m Changes in taxability of benefits
m Mismatched investment options: employee vs. employer contributions
m Increased cost of benefits

m A variety of alternatives have been used including stand alone and pooled financings and

fixed and variable debt



Oregon Example

The City of Portland's Approach

| The City issued $350 million of pension bonds 'n 1999

m At the time, the City's UAL had roughly doubled to $260 million over a two year period

m Portland's contribution rate was slated to increase by roughly 7%
m Given the strong stock market at the time and then-currentlow borrowing rates, the City
chose to issue POBs

At the time, the stock market had enjoyed a strong run and borrowing rates were attractive



Oregon Example

The City of Portland's Results

| The City funded 100% of their UAL with a combination of fixed and variable rate debt

Debt service was structured to mirror the annually-increasing employer contribution

schedule

The City chose to structure its savings in the early years to mitigate an otherwise large
initial jum p

V ariable rate debt was issued to minimize the overall cost of funds

The City has closely monitored its savings

Floating Rate vs. Fixed Rate

Break-Even

\imvo , A Fixed Rate
Actual
10.0(1% Fixed Rate i




Oregon Example

Pooled Local Governments and the State Issue POBs

Since the City's financing, Multnomah County, the State and many local governments have

followed suit

Pension reform in Oregon corrected the "money match”™ mismatch in 2001 and provided a

less costly successor plan for future employees
Legislation was also passed which allowed for localities to form pools for the purposes of
issuing pension bonds

POBs totaling ever $5.9 billion have been issued since 1999 for Multnomah County, pools of
scnool districts, small cities and districts and the Stale

locally and nationally, overall spreads have come

As more pension paper has been issued

down from roughly 2% over Treasuries to 1% over

'X



Oregon Example
Lessons Learned

The Oregon case shows that a POB marketcan develop quickly in a state with substantive

systematic issues

Political leadership was required by the City of Portland

|

m A strong, credit-worthy entity can finance on its own

m The pooled approach works but primarily benefits smaller, less credit-worthy and less
sophisticated issuers

m The economic benefits of this approach, though never guaranteed, have materialized for

Portland
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Appendix A: Detailed Savings Analysis
System -W ide PERS Analysis*

NO ACTION PROPOSFO PENSION BOND SOLUTION POTENTIAL SAVINGS
Total Adjusted Pension Bond

Employer ~ Employer ~ Employer Employer Total Employer Employer ~ Debt Service Total Decline In Decline in

Salaries/ Consolidated Past Service Contribution Contribution ~ Employer Consolidated Consolidated  to Pre-Fund ~ Employer Employer Employer

Earnings (1) Rate (2) Rate (3) Rate Rate (4) Payments Rate (2) Payments  Past Svc Rate  Payments Payments Cth. Rate

B D=B4C E»D([@6Cap) F=A'E G B H- A*G | J-Hr KeFel L- K/A
2006  Si527,758,000 13.24% 12.39% 25.63% 1677%  $256,205,017 1324% 5202275159  $39,257,909  S241.533.u68 $14,671,949 096%
2007 1,593,097,000 13.32% 1540% 28.72% A77% 346.817,217 13.32% 212,253,624 98143878 310,397,502 '6,419,715 229%
2008 1,659,336.000 13.41% 1586% 2921% 26.71% 444,204,247 1341% 202461646 174383878  396,845524 47,58,723 285%
2000 1727,274,000 1349% 16.03% 2952% 2952% 509,941,444 1349% 233,009,263 200,192,512 433201775 76,735 669 4.44%
2010  1797,014,000 1357%, 16.03% 29.61* 29.61% 532,028,229 1357% 24),914,00 208862512 452,777, 12 79,251,016 441%
2011 1,868,553,000 13.66% 16.03% 2969% 296%% 554,765,362 13.66% 255,182,055 217,792,512 472974567 81,790, T/ 4.38%
2012 1,944,093,000 13.74% 16.03% 29.71% 29.71% 578,812,941 13.74% 26711t 718 222232512 494,350.890 84,462,051 434%
2013 2,027,803,000 13829%, 1603%, 29.86% 2986% 603,932,863 1 279,618,801 237,092,512 516,711,313 87,27'.550 4.31%
204 2105,750.000 13.91% 16.03% 29.94% 209% 630,452,508 13.91% 792,839,633 247,502,512 540,342,145 90 .10,363 4.28%
2015 2193,906,000 13.99% 16.03% 002% 30.02% 658,674,791 13,99% 306927449 258,582,512 565,509,961 93,164,329 4.255%
206 2.285874,000 1407% 16.03% 30.11% 3019, 688,190,650 14.07% '21,698,668 270,172,512 591,871,180 96,319,470 421%
2017 2,383,053,000 14.16% 16.03%, 3019%, 3019% 719,433,468 14.16% 337,360,870 282,437,512 619,798,382 99,635,086 418%
7018 2,485,789,000 14.24% 16.03% 3027% 3021% 752,520,516 14.24% 353,976,354 295422512 649,398,866 103,121,650 415%
2019 2,594,418,000 14.32% 16.03% 30.36% 30.36% 787,507,684 14.32% 371,607,138 309,182,512 680,789,650 106,778,034 4.12%
2020 2.708,492.000 14 4% 16.03% 044% 3044% 824,453,335 14.41% 390,203, 14 323,662,512 713,865,926 110,587,408 408%
202 2,829,672,000 14-9% 16.03% 3052% 3052% 863,698,066 14.49% 410,019,173 339,072,512 749,091,985 114,606,081 4,05%
2022 2,958,569.000 1451% 16.03* 30.61% 30.61% 905,506,648 14.57* 431,162,122 355,485,357  786,647479 118,859,169 400%
2023 3,095,433,000 14.66% 16.03% 3069% 3069% 949,975,096 14.66% 453687297 372941970  826,629.2'7 123,345,879 39%%
2124 3,240,508,000 14.74% 16.03% 077% 0.77% 997,198,414 14.74% 477.650,8/9 391,480,000 869,130,879 128,067,535 395%
2005 3,394.392,000 14.82% 16.03% 3086% Q8%  1,047,381,649 14.82% 503,162,041 411,180,000 914,342,041 133.039,609 392%
2026 3,559.091,000 14.91% 16.03% 30.M% '094%  1,101,167,473 14.91% 530,541,837  412,295000 962,836,832 138,330,641 38%%
2027 3,733,911,000 1499% 16.03% 31.02% 3.02%  1158,367,623 14.99% 559,713,259 454,750,000 1,014,463,259 143,904.364 38%
2028 3,917,003,000 1507% 16.03% 3L1% 3% 1,21<1432,247 1507% 590422919 478,330,000 1,068,752,919 149,679,328 382%
202" 4,110,532,000 1516% 1603%, 31.19% 319%  1,282,057,780 15.16% 62? 019,633 503,310,000 126,329,633 155,727 647 379%
2030 4,314,589.000 15.24% 16.03% 3L21% L21%  1,349,297,273 1524% 657.543364 529,705,000 1187,248,364 162,048,910 376%

Total I mployer Savings:  $2,575,240,971
PV of Employer Savings @580%  $1,161,905,490

Adjusted Imployer Contribution PV of Employer Savings @ 825%:  S876.949.570

Rate lower than iolal Employer
Contribution Rate due to 5%
growth cap, thereby increasing
unfunded liability

(1) Sulnncs/camings bused on 2004 Mercer I'l I<s Report, Page .VI, lable 2
(2) t'nnsolidaled Kale is an estimate based on conversation with Mercer Needs lo he validaled b> actuary Docs mil impact polcniial sirs mgs from financing

(1) 201)6 Past Sers ice Kale based on 20(14 Mercer I'l KS Report. Page  Alter 2IKI6, Past Sets ice Kales assume S3 4 billion unfunded liabiliis from 2004
Mercer PI RN report is amortised over 25 years (2006-2030?&'[ X25% In addilion. after 2006, in years when the folnl | mployer C'onlribution Rale exceeds
lire Adjusted I-.mployer Contribution Kale (due lit the 5% annual cap), the resulting growth in the unfunded liability is nnmrti/cd through 2030 at 8,25%

(4) 2006 tuid 2(107 Adjusted Imployer (‘onlrihirlinn Kale based on 2004 Mcitci I'l KS Keport, Page 3 Alter 2006, can grow maximunt 5% per year

* Please see page 10 of this presentationfor important disclosure on our calculation of the numbers on this page.



2006
2007
2008
2009
2010
201
2012
2013
2014
2015
2016
2017
2018
2019
2020
202
2022
2023
2024
2025
2026
2027
2028
2029
2030

"Board Recommended Employer
Contribution Rate" as piovidcd in

Salaries/
Earnings(l)
A

$548,534,000
562,254,000
580,874,000
600,922,000
622,528,000
645,548,000
669,573.000
694,825,000
721,832,000
75,057.000
787,222,000
815,519,600
850,831,000
888,381,000
927.943,000
970,814,000
1017.069.000
1,066,441,000
1,119,07-,000
1,174,889,000
1,233,515.000
1,295,129,000
1,359,839.000
1,428,015,000
1,499,757,000

HO ACTION
Total Adjusted
Employer ~ Employer ~ Employer Employer
Normal Cost  Past Service Contribution Contribution
Rate (2) Rate (3) Rate Rate (4)
B C D»B¢C ED
14.281 24.51% 38.85% 21.00%
13.76* 2.75% 4351% 2600%
13.89% 30.94* 44.83% 44.83%
14.02% 3094% 44.96% 44.96%
14.15% 30.94% 450% 4509%
1428% 3094% 4572% 45.20*
14.41% 30.94% 4535% 45.35%
14.54% 30.94% 4548% 4548%
14.67% 30.94% 45,61% 45.61%
14.80% 30.94% 45.74% 45.74%
14.93% 30.94f 4581% 4581%
1506% 3094% 46.00% 46.00*
1519% 3094% 46.13% 46.13%
15.33* 3094% 46.26% 46.26%
1546% 3094% 46.39% 46.39?,
15.59*, 30.94* 4652% 4652%
15.72* 30 9% 46.65% 46.65%
15.85% 0M% 46.78% 46.78%
15.98% 3094% 46.91% 46.91%
16.11% 30.94%, 4704% 47.04%,
16.24% 30.94%, 41.17% 47.171%
16.37%, 3094% 471.30% 4730%
16.50*, 3094% 4743% 4743%
16.63% 30.94% 4757% 4751%
16.76% 30.94% 47 1% 47.70%

2004 Mercer IRS Report

* Please see page 10 of this presentationfor important disclosure on our calculation ofthe numbers on this page.

Appendix A: Detailed Savings Analysis

System-Wide TRS Analysis*

Total
Employer
Payments

F=A'E

$115,192,140
146,186,040
260.384,026
270.154,603
280,679.937
291.901,011
303,615,211
315.995,452
329.219.330
343.525.871
358,803,098
375,140,061
392,493,418
410,974,215
430,486,365
451,641,130
474,486,447
498,910,648
524,993,955
552,710,555
581,899,292
612.654,426
645.038.877
679,240,753
715,321,312

Employer

PROPOSED PENSION BOND SOLUTION

Normal Cost

Rate (2)
G=B

14.28%
13.76%
13.89%
14.02%
14.15%

14.28%
14.41%

1454%
14.67%
14.80%
14.93%
1506%
15.19*

15.33%

1546%
1559%
15.72%
15.85%

15 %
16.11%

16.24%
16.37%

16.50%
16.63%
16.76%

Employer
Normal Cost
Payments
H A'G

$78,330,655

77,366,150

80,685,924

84,254,490

88,095,832

92,195,481

96,492,819
101,045,681
105,914,723
111,181,820
116,816,353
122,852,619
129,281,921
136,1¥4,320
143,419,642
151,311,914
159,847,870
168,998,442
178,798,992
189,249,077
200,301,384
211,995 724
224,361,610
237,472,686
251,359,273

111 Salniies'eamings based on 2(104 Mcreer 1KS Kepnrl Page 2X, lable 2

(2) Normal Cost Kale is an csliiniilc based on conversalion unli Mcreer. Needs to be validaled by uciuat) Does nol inipaci potential savings front financing
e 3 After 2006, Past Service Kates assume $2 2 billion unfunded liability from 200-1

reer |KS report is amortized over 25 years (2006-2030

SP 2006 I'asl Service Kale based on 2004 Mcreer 1KS KeEort, I’a%
g
Adjusted Employer Conlribtilion Kale, the resulting growt

al X25

%0

Pension Bond

Debt Service

to Pre-Fund

Past Srv Rate
{

$5,119,100

25,595,466
133,290,466
138.290.466
143,680,466
149,425,466
155,420,466
161,755.466
168,525.466
175,850,466
183,670,466
192,035,466
200,915,466
210,375,466
220,365,466
231,195,466
242.890,466
255.390,466
268.745.000
287,930,000
297,875,000
313,615,000
330,195 000
347,705,000
366,170,000

Total
Employer
Payments

JoHel

$83,449,755
102,961,616
213,976,390
222,544,956
231,776,298
241,620,947
251,913,285
262,801,147
274,440,189
287,032,286
300,486,819
314,888,085
330,197,387
346,521,786
363,785,108
382,507,380
402,738,336
424,388,908
447 543997
472,179,077
498,176,384
525,610,724
554,556,610
585,177,686
617,529,273

Total Employer Savings: S1.622,843,750

PV of Employer Savings @ 5.80%:
PV of Employer Savings (? 8.2$*:

POTENTIAL SAVINGS
Decline in Decline In
Employer Employer
Payments Cth. Rate

K*F-) L*K/A
$31,742,385 579%
43.224,424 7.69%
46,407,635 7.9%
47,609,648 7.92%
48,903,640 786%
50,280,064 7.71%
51,701,925 7.72%
53,194,305 7.66*
54.779.140 759%
56,493,585 752%
58,316,279 746%
60,251,977 139%
62,296,031 7 3%
64,452.430 7.26%
66,701,257 7.19%
69,133,749 712%
71,748.110 705%
74,521,740 6.99%
77,449,963 6.92%
80,531,478 6.85%
83,722,909 6.79%
87,043,701 6.72%
90,482,267 6.65*
94,063,067 6 59*
97,792,039 6.52%
$761,146,449
$586,192,755

In addition, after 2006, in Jears when lire lolal | mployer Contribution Kale exceeds the

in ihe unfunded liabililv is airnrti/c

(4) 2006 and 2007 Adjusted | mployer Contribution Kate based on 2004 Mcreer IKS Keport. Page 3

through 2030 nl X 25%

21



Appendix A: Detailed Savings Analysis

Pension Financing Savings Calculations*

. How we built to the savings calculations on the prior two pages...

e Columns B-F: In the "N o Action” columns, we estimate what future payments would be if no pension financing

occurs and the Employer Contribution Rate increases as much as necessary foremployers to pay off their 2004

unfunded liabilities over 25 years.
» See footnotes of table for specific calculation methodologies.

e Total Employer Contribution Rate (column D) calculated by adding Consolidated/Normal Cost Rate
(Column B) and Past Service Rate (column C). However, due to 5% annual growth cap in PERS Employer

Contribution Rates, Adjusted Employer Contribution Rate (column E) lower in early years, thereby

growing unfunded liability.

« Total "N o Action"” payments calculated by multiplying Adjusted Employer Contribution Rate by Salaries.

e Columns G-J: In the "Proposed Pension Bond Solution” columns, we estimate what future payments would be
ifemployers continue to make Consolidated/Normal Cost Rate payments, but replace Past Service Rate

payments (amortized at 8.25%) with pension bond debt service payments (amortized at 5.80%).
e Total "Proposed Pension Bond Solution" payments calculated by adding Consolidated/Normal Cost Rate

payments and pension bond debt service.

e Columns K-L: Finally, in the "Potential Savings"” columns, we take the expecteildifference in future payments

and present value these savings at both the actuarial 8.25% rate and the expected bond rate of 5.80%.

* Please see page 10 ofthis presentationfor important disclosure on our calculation of the numbers on this page.
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Appendix A: Detailed Savings Analysis

Additional Data Points to Refine Savings Calculations*

| We based our savings calculations off the 2004 Mercer Actuarial Report, but had to make some
assumptions on our own. To refine our calculations, we will need more infoimation on:

e Current Unfunded Liability Instead of 2004 Unfunded Liability: To calculate the past service rates, we

utilized unfunded liability numbers (from the Mercer report) as ofJune 30, 2004, and amortized these liabilities

from 2006-2030. Of course, the "current” unfunded liability will change when the next actuarial report is

released.

e Future Salaries/Earnings: We pulled future employer salaries from Table 2 of the 2004 Mercer PEiIiRS and TRS

reports (page 33 in PERS reportand page 28 in TRS report).

o Expected Future ConsolidatecJ/Normal Cost Rate: Future consolidated/normal cost rates are based on a

conversation we had with Mercer, but would need to be further validated by an actuary. That said,

consolidated/normal cost rates do not impact pension bond savings calculations since they are the same for

both "N o Action” and "Proposed Pension Bond Solution" cases.

e Credit of the Bonds: We have assumed insured, A1 underlying rated bonds with a reserve fund equal to

average annual debt service (funded with a surety policy).

* Please see page 10 of this presentationfor important disclosure on our calculation ofthe numbers on this page.
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HOUSE BILL NO. 278

IN THE LEGISLATURE OF THE * .TE OF ALASKA

TWENTY-FOURTH LEGISLATURE - FIRST SESSION

RY REPRESENTATIVE HAWKER

Introduced: 4/19/05
Referred: State Affairs, Finance

A BILL
FOR AN ACT ENTITLED
"An Actrelating to the Alaska Municipal Bond Bank Authority; permitting the Alaska
Municipal Bond Bank Authority or a subsidiary of the authority to assist state and
municipal governmental employers by issuing bonds and other commercial paper to
enable the governmental employers to prepay all or a portion of the governmental
employers' shares of the unfunded accrued actuarial liabilities of retirement systems
and authorizing governmental employers to contract with and to issue bonds, notes, or

commercial paper to the authority or its subsidiary corporation for that purpose; and

providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA;

* Section I. AS 44.85.010 isamended "o read:
Sec. 44.85.010. Legislative policy, (a) It isthe policy of the state to
() [TO] foster and promote by all reasonable means the provision of

HB0278a 1- HB 278
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adequate capital markets and facilities for borrowing money by municipalities in the
slate to finance capital improvements or for other authorized purposes, to assis* 'hese
municipalities in fulfilling their capital needs and requirements by use of borrowed
money within statutory interest rate or cost of borrowing limitations, to the greatest
extent possif- Ic to reduce costs of borrowed money to taxpayers and residents of the
state, and equally to encourage continued investor interest in the purchase of bonds or
notes of municipalities as sound and preferred securities for investment:

(2) [TO| encourage municipalities to continue thei” independent

undertakings and financing of capital improvements and other authorizedpurposes

and to assist them by making capital funds available at reduced interestcosts for

orderly financing of capital improvements and other purposes especially during
periods of restricted credit or money supply, particularly for those municipalities not
otherwise able to borrow for capital needs;

(3) [TO] assist municipalities to provide foradequate insurance
coverage by authorizing the AlaskaMunicipal Bond Bank Authority to issue
negotiable or nonnegotiable revenue bond . notes, or certificates of participation either
directly or through an entit it may create for the purpose of providing n self-insurance
program for municipalities or municipal joint insurance arrangements organized under
AS 21.76i

(4) assist governmental employers to prepay all or a portion of
their share of unfunded accrued actuarial liabilities of retirement systems in an
effort to reduce their costs of satisfying their contractual obligations to provide
retirement and other benefits to public employees through the issuance of bonds,
notes, or eommecrcia. paper hv the bond hank authority or hv a subsidiary
corporation created by the bond bank authority under AS 44.85.085.

(b) The legislature further declares that

(h the exercise of the powers of the state in the
municipalities and in the interest of public employe'? of the state and of its
municipalities is required to further and implement the policies declared in (a) of this
section by authorizing the creation of a state bond bank authority as a body corporate

and politic that will have full powers to borrow money and to issue its bonds and notes

-2- HBO0278a
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to make capital funds available for borrowing by municipalities and for borrowing

hv or on behalf of governmental employers, by authorizing governmental

employers to contract with the bond bank authority or with a subsidiary created

under AS 44.85.085 for the purpose of reducing future costs of providing

retirement and other benefits to employees, and by granting broad powers to the
bond bank authority to carry out the declared policies, which are in the public interest
of the state and its taxpayers and residents:

(2) state funds should be applied or authorized to be paid to a state
bond bank authority only to provide adequate assurance and security to the holder* of
the bonds or notes of the bond bank authority;

(3) the bond bank authority should conduct its operations to provide
the lowest rates in terms of borrowing to municipalities and to governmental
employers as is consistent with a self-supporting operation with no expectation of
subsidization with state funds; the legislature does not intend that the bond oank
authority be utilized as a means to finance municipalities or governmental employers
beyond their capability to meet repayment schedules and debt service requirements of

bonds, notes, commercial paper, or contractual obligations to the bond bank

authority [OR NOTES!.

*Sec. 2. AS 44.85.080 is amended to read:

Sec. 44.85.080. Powers of bond bank authority. The bond bank authority

may

(1) sue and be sued:

(2) adopt and alter an official seal,

(3) make and enforce bylaws and regulations for the conduct of its
business and for the use of its services and facilities;

(4) maintain an office at any place in the state:

(5) acquire, hold. use. and dispose of its income, revenues, funds, and
money;

(6) acquire, rent, lease, hold, use, and dispose of other personal
property for its purposes;

(7) subject to AS 44.85.100(b), borrow money and issue its negotiable

-3- HB278
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bonds or notes and provide for and secure their payment, provide for the rights of their
holders and purchase, hold and dispose of any of its bonds or notes;

(8) fix and revise from time to time and charge and collect fees and
charges for the use of its services or facilities;

(9) accept gifts or grants from the United Slates, or from any
governmental unit or person, firm, or corporation, carry out the terms or provisions or
make agreements with respect to the gifts or grants, and do all things necessary.
useful, desirable, or convenient in connection wun procuring, accepting, or disposing
of the gifts or grants;

(10) do anything authorized by this chapter, through its officers.
agents, or employees or by contracts with a person:

(I1) make, enter into, and enforce all contracts necessary, convenient,
or desirable for the purposes of the bond bank authority or pertaining to a loan to a
political subdivision, a purchase or sale of municipal bonds or other investments, or
the performance of its duties and execution of any of its powers under this chapter;

(12) purchase or hold municipal bonds at prices and in a manner the
bond bank authority considers advisable, and sell municipal bonds acquired or held b>
it at prices without relation to cost and in a manner the bond bank authority considers
advisable;

(13) invest funds or money of the bond bank authority not required at
the time of investment for loan to political subdivisions for the purchase of municipal
bonds, in the same manner as permitted for investment of funds belonging to the state.
except as otherwise provided in this chapter:

(14) prescribe the form of application or procedure required of a
political subdivision for a loan or purchase of its municipal bonds, fix the terms and
conditions of the loan or purchase, and enter into agreements with political
subdivisions with respect to loans or purchases:

(15) render services to a political subdivision in connection with a
public or private sale of its municipal bonds, including advisory and other services,

and charge for services rendered:

(16) charge for its costs and services in review or consideration of a

HB 278 4~ HBO0278a
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proposed loan to a political subdivision or purchase by the bond bank authority of
municipal bonds of the political subdivision, whether or not the loan is made or the
municipal bonds purchased;

f17) fix and establish terms and provisions with respect to a purchase
of municipal bonds by the bond bank authority, including date and maturities of the
bonds, provisions as to redemption or payment before maturity, and any other matters
which in connection with the purchase are necessary, desirable, or advisable in the
judgment of the bond bank authority;

(18)  procure insurance against any losses in connection with its
property, operations, or assets it amounts and from insurers as it considers desirable:

(19) to the extent permitted under its contracts with the holders of
bonds or notes of the bond bank authority, consent to modification of the rate of
interest, time and payment of installment of principal or interest, security or any other
term of a bond or note, contract or agreement of any kind to which the bond bank
authority is a party;

(20) bv regulation, create a new entity or new entities for the purpose
of issuing negotiable or nonnegotiable revenue bonds, notes, or certificates of
participation to finance a self-insurance program for municipalities or municipal joint
insurance arrangements organized under AS 21.76 or to provide assistance to
governmental e: rs under AS 44.85.085(a): the powers, duties, and
membership oft’ iew entity or entities shall be limited to the powers, duties, and
membership of i v authority and stated in the regulation; the new entity or entities
shall each be a public corporation and an instrumentality of the state with the same
legal existence and continuing succession as the bond bank authority: and

(21) do all acts and things necessary, convenient, or desirable to carry
out the powers expressly granted or necessarily implied in this chapter.

*Sec. 3. AS 44.85 isamended by adding new sections to read:
Sec. 44.85.085. Creation of subsidiary corporation, (a) The bond bank
authority may create one or more subsidiary corporations for the following purposes:

(1) providing financial and other assistance to governmental employers

to enable the governmental employers to reduce their costs of providing retirement

HB0278a 5 HB 278
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and other benefits to their employees by prepaying all or a portion of theirshares of
the unfunded accrued actuarial liabilities of retirement systems;

(2) receiving payments and providing servicing for payments to or
from participating governmental employers: and

(3) performing other duties and providing other services as the
subsidiary corporation considers necessary or desirable to further the purposesset out
in (1) and (2) of this subsection.

(b) The bond bank authority may incorporate under AS 10.20.146 - 10.20.166
a subsidiary corporation created under (a) of this section. The bond bank authority
may transfer assets of the bond bank authority to the subsidiary corporation and may
agree to secure bonds, notes, commercial paper, or other obligations of the subsidiary
corporation with a reserve fund established under AS 44.85.270.

(c) A subsidiary corporation created under (a) of this section may borrow
money and issue bonds, notes, commercial paper, or other obligations as evidence of
that borrow ing and may have all the powers of the bond bank authority that the bond
bank authority grants to it. The provisions of AS 44.85.130 - 44.85.170 and 44.85.270
- 44.85.390 apply to the subsidiary corporation and to bonds, notes, commercial paper.
or other obligations issued by the subsidiary corporation. Unless otherw ise provided
by the bond bank authority, the debts, liabilities, and obligations of the subsidiary
corporation are not the debts, liabilities, or obligations of the bond bank authority.

(d) The staff of the bond bank authority servesas staff of a subsidiary
corporation created under (a) of this section. The bond bank authority shall determine
the membership or the process for selecting the membership of the board of directors
of the subsidiary corporation. The bond bank authority may permit some or all of its
directors to serve on the board of directors of the subsidiary corporation.

Sec. 44.85.086. POWerS of subsidiary corporation. A subsidiary corporation
created under AS 44.85.085 has the following powers in addition those granted to it
under AS 44.85.085(c):

(] to make loans to and enter into contracts with governmental

employers:
(2) to incur debt in furtherance of its purposes in the form of bonds.

HB 278 s HB0278a

New Texc Underlined [DELETED TEXT BRACKETED]



© 00 N O O N W N -

& B B B

14

16
17

19
20
21
22
23
24
25
26
27
28
29
30

24-L50883\A

notes, commercial paper, or other forms as the subsidiary corporation considers
appropriate;

(3) to secure its debt with a pledge of any assets that are available to
the subsidiary corporation for the purpose, including identified revenue and
contractual payments from participating governmental employers, and the general

assets and revenue of the subsidiary corporation; and

(4) to enter into contracts with underwriters, bond counsel, financial
advisors, accountants, actuaries, and other contractors to provide assistance as the

subsidiary corporation considers desirable to accomplish its purposes.

*Sec. 4. AS 44.85.100(b) is amended to read:
(b) The bond bank authority shall include in the report required by (a) of this

section an estimate of the amount of revenue bonds of the bond bank authority to be
issued during the fiscal year following the fiscal year in which the report is submitted.
Other than refunding bonds and othei than bonds, notes, commercial paper, or
other obligations issued under AS 4<E5.086 and 44.85.180(a)(5), the [THE] bond
bank authority may not issue revenue bonds [[ OTHER i'HAN REFUNDING
BONDS,] in excess of S75.000.000 during any fiscal year beginning after 1e.e 30.

1981. unless the legislature, by law. approves the estimate required by this subsection

for that fiscal year,

*Sec. 5. AS 44.85.180(a) is amended to read:
@) Subject to AS 44.85.100(b), the bond bank authority may issue its bonds or

notes in principal amounts that it ci...aiders necessary to provide funds for any

purposes under this chapter, including

(1) the purchase of municipal bonds:

(2) the making of loans through the purchase of municipal bonds.
notes, or certificates of participation secured by an agreement between the bond bank

authority and a municipality or a municipal joint insurance arrangement organized

under AS 21.76;

3) the payment, funding, or refunding ofthe principal of. or interest or

redemption premiums on, bonds or notes issued by it whether the bonds or notes or

interest to be funded or refunded have or have not become due:

HB0278a -T- HB278
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1 (4) the establishment oc increase of reserves to secure or to pay bonds
2 or notes or interest on bonds oi notes and all other costs or expenses of the bond bank
3 authority incident to and necessary or convenient to carry out its corporate purposes
4 and powers”

5 (5) assisting governmental employers to prepay all or a portion of
6 their share of the unfunded accrued actuarial liabilities of retirement systems,
7 with security as the bond hank authority considers reasonable.

8 *Sec. 6. AS 44.85.180(c) is amended to read:

9 (c) Notwithstanding the provisions of (a) and (b) of this section, the total
10 amount of bond bank authority bonds and notes outstanding at any one time [.
I EXCEPT BONDS OR NOTES ISSUED TO FUND OR REFUND BONDS OR
12 NOTES,] may not exceed $500,000,000. This subsection does not annlv to (1)
13 bonds or notes issued to fund or refund bonds or notes; (2) bonds, notes,
14 commercial paper, and other obligations issued under AS 44.85.086 or
15 44.85.180(a)(5).

16 *Sec. 7. AS 44.85.410(a)(5) is amended by adding a new paragraph to read:

17 (8) "governmental employer" means the Stale of Alaska or a
18 municipality or other state or municipal governmental entity within me state, including
19 an agency, instrumentality, district, school district, public corporation, department,
20 division, or other subdivision of the state or of a municipality, in its capacity as an
2 emplo er.

22 * Sec. 8. This act takes effect immediately under AS 01.10.070(c).

HB 278 -8- HB0278a
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fan Laing

From: Brad Fluetsch [bjf@gci.net]

Sent: Tuesday, January 17, 2006 8:28 AM
To: Rep. Paul Seaton

Subject: Pension Bonds

Attachments: Bradley J Fluetsch (bjf@gci.net).vcf

Lets say yoU issue a 20 year bond, and then lets say time goes by. In fact lets us say 15 years.

Isitprudent to have a 60/40 asset allocation when you know that money is leaving in 5 years, or 4, 3, 2,1? What
happens if 2001 is twenty years from now?

Bradley J Fluetsch, CFA
Fluetsch Financial Services, LLC


mailto:bjf@gci.net
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lan Laing

From: Brad Fluetsch [bjf@gci.net]

Sent: Tuesday, January 17, 2006 7:30 AM
To: Pep. Paul Seaton

Subject: Pension Bonds

Attachments: Bradley J Fluetsch (bjf@gci.net).vcf

I have been thinking about the pension bond issue and this is something Iwould make those professionals do for
you as Chairman.

E(r) is the expected return 8.25%6 with an expected standard deviation of 16%6. To achieve that, a 60%b6 stock,
40% bond portfolio is used.

Add pension bonds to the equation where the proceeds are invested 100%o into the stock market having no
defense to your question why would | put proceeds into the bond market and guarantee a loss.

Now remodel the portfolio to earn 8.25%6? You will be surprised at the answers.

Don't re-balance the portfolio and your expected return goes up to over 10% with a standard deviation ballooning
well over 20%. A pension bond in the portfolio mix acts as a bond allocation reducer to the extent the cash flows
and interest rates are comparable Add a pension bond subtract Lehman Aggregate exposure. Investment the
proceeds into the equity market, is going all in, in Texas Hold-em w>h a pair of 8’s.

One other thought. ljust wonder about the decision makers in Alaska. ltwas bad decisions by the pension board
that has us in this mess and look at who made the board up? 1think there is a law against giving loading pistols
to children to play with.

Bradley J Fluetsch, CFA
Fluetsch Financial Services, LLC

1/17/2006
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HOUSE BILL NO. 278
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-FOURTH LEGISLATURE - FIRST SESSION

BY REPRESENTATIVE HAWKER

Introduced: 4/19/05
Referred: State Affairs, Finance

A BILL
FOR AN ACT ENTITLED
"An Act relating to the Alaska Municipal Bond Bank Authority; permitting the Alaska
Municipal Bond Bank Authority or a subsidiary of the authority to assist state and
municipal governmental employers by issuing bonds and other commercial paper to
enable the governmental »mployers to prepay all or a portion of the governmental
employers' shares of the unfunded accrued actuarial liabilities of retirement systems
and authorizing governmental employers to contract with and to issue bonds, notes, or

commercial paper to the authority or its subsidiary corporation for that purpose; and

providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 44.85.010 is amended to read:
Sec. 44.85.010. Legislative policy, (a) Itis the policy of the state to

(1) [TO] foster and promote by all reasonable means the provision of

HBO278a -l HB 278
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adequate capital markets and facilities for borrowing money by municipalities in the
state to finance capital improvements or for other authorized purposes, to assist these
municipalities in fulfilling their capital needs and requirements by use of borrowed
money within statutory interest rate or cost of borrowing limitations, to the greatest
extent possible to reduce costs of borrowed money to taxpayers and residents of the
state, and equally to encourage continued investor interest in the purchase of bonds or
notes of municipalities as sound and preferred securities for investment;

(2) [TO] encourage municipalities to continue their independent
undertakings and financing of capital improvements and other authorized purposes
and to assist them by making capital funds available at reduced interest costs for
orderly financing of capital improvements and other purposes especially during
periods of restricted credit or money supply, particularly for those municipalities not
otherwise able to borrow for capital needs;

3) [TO] assist municipalities to provide for adequate insurance
coverage by authorizing the Alaska Municipal Bond E Ik Authority to issue
negotiable or nonnegotiable revenue bonds, notes, or certificates of participation either
directly or through an entity it may create for the purpose of providing a self-insurance
program for municipalities or municipal joint insurance arrangements organized under
AS21.76i

(4) assist governmental employers to prepay all or a portion of
their share of unfunded accrued actuarial liabilities of retirement systems in an
effort to reduce their costs of satisfying their contractual obligations to provide
retirement and other benefits to public employees through the issuance of bonds,
notes, or commercial paper by the bond bank authority or by a subsidiary
corporation created by the bond bank authority under AS 44.85.085.

(b) The legislature further declares that

(1) the exercise of the powers of the state in the interest of its
municipalities and in the interest of public employees of the state and of its
municipalities is required to further and implement the policies declared in (a) of this
section by authorizing the creation of a state bond bank authority as a body corporate

and politic that will have full powers to borrow money and to issue its bonds and notes

-2- HB0278a
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to make capital funds available for borrowing by municipalities and for borrowing
j\ or on behalf of governmental employers, by authorizing governmental

employers to contract with the bond bank authority or with a subsidiary created

under AS 44.85.085 for the purpose of reducing future costs of providing
retirement and other benefits to employees, and by granting broad powers to the
bond bank authority to carry out the declared policies, which are in the public interest
of the state and its taxpayers and residents;

(2) state funds should be applied or authorized to be paid to a state
bond bank authority only to provide adequate assurance and security to the holders of
the bonds or notes of the bond bank authority;

(3) the bond bank authority should conduct its operations to provide
the lowest rates in terms of borrowing to municipalities and to governmental

employers as is consistent with a self-supporting operation with no expectation of
subsidization with state funds; the legislature docs not intend that the bond bank
authority be utilized as a means to finance municipalities or governmental employers
beyond their capability to meet repayment schedules and debt service requirements of

bonds, notes, commercial paper, or contractual obligations to the bond bank

authority [OR NOTES].

* Sec. 2. AS 44.85.080 is amended to read:

Sec. 44.85.080. Powers of bond bank authority. The bond bank authority

may
(1) sue and be sued;
(2) adopt and alter an official seal;
(3) make and enforce bylaws and regulations for the conduct of its
business and for the use of its services and facilities;
(4) maintain an office at any place in the state;

(5) acquire, hold, use, and dispose of its income, revenues, funds, and

money;
(6) acquire, rent, lease, hold, use, and dispose of other personal

property for its purposes;
(7) subject to AS 44.85.100(b), borrow money and issue its negotiable

-3- HB 218
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bonds or notes and provide for and secure their payment, provide for the rights of their

holders and purchase, hold and dispose of any of its bonds or notes;

(8) fix and revise from time to time and charge and collect fees and
charges for the use of its services or facilities;

(9) accept gifts or grants from the United States, or from any
governmental unit or person, firm, or corporation, carry outthe terms or provisions or
make agreements with respect to the gifts or grants, aid do ail things necessary,
useful, desirable, or convenient in connection with procuring, accepting,or disposing
of the gifts or grants;

(10) do anything authorized by this chapter, through its officers,
agents, or employees or by contracts with a person;

(11) make, enter into, and enforce all contracts necessary, convenient,
or desirable for the purposes of the bond bank authority or pertaining to a loan to a
political subdivision, a purchase or sale of municipal bonds or other investments, or
the performance of its duties and execution of any of its powers under this chapter;

(12) purchase or hold municipal bonds at prices and in a manner the
bond bank authority considers advisable, and sell municipal bonds acquired or held by
it at prices without relation to cost and in a manner the bond bank authority considers
advisable;

(13) invest funds or money of the bond bank authority not required at
the time of investment for loan to political subdivisions for the purchase of municipal
bonds, in the same manner as permitted for investment of funds belonging to the state,
except as otherwise provided in this cuapter;

(14) prescribe the form of application or procedure required of a
political subdivision for a loan or purchase of its municipal bonds, fix the terms and
conditions of the loan or purchase, and enter into agreements with political
subdivisions with respect to loans or purchases;

(15) render services to a political subdivision in connection with a
public or private sale of its municipal bonds, including advisory and other services,

and charge for services rendered;

(16) charge for its costs and services in review or consideration of a
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proposed loan to a political subdivision or purchase by the bond bank authority of
municipal bonds of the political subdivision, whether or not the loan is made or the
municipal bonds purchased;

(17) fix and establish terms and provisions with respect to a purchase
of municipal bonds by the bond bank authority, including date and maturities of the
bonds, provisions as to redemption or payment before maturity, and any other matters
which in connection with the purchase are necessary, desirable, or advisable in the
judgment of the bond bank authority;

(18) procure insurance against any losses in connection with its
property, operations, or assets in amounts and from insurers as it considers desirable;

(19) to the extent permitted under its contracts with the holders of
bonds or notes of the bond bank authority, consent to modification of the rate of
interest, time and payment of installment of principal or interest, security or any other
term of a bond or note, contract or agreement of any kind to which the bond bank
authority is a party;

(20) by regulation, create a new entity or new entities for the purpose
of issuing negotiable or nonnegotiable revenue bonds, notes, or certificates of
participation to finance a self-insurance program for municipalities or municipal joint
insurance arrangements organized under AS 21.76 or to provide assistance to
governmental employers under AS 44.85.085(a); the powers, duties, and
membership of the new entity or entities shall be limited to the powers, duties, and
membership of the authority and stated in the regulation; the new entity or entities
shall each be a public corporation and an instrumentality of the state with the same
legal existence and continuing succession as the bond bank authority; and

(21) do all acts and things necessary, convenient, or desirable to carry
out the powers expressly granted or necessarily implied in this chapter.

* Sec. 3. AS 44.85 is amended by adding new sections to read:
Sec. 44.85.085. Creation of subsidiary corporation, (a) The bond bank
authority may create one or more subsidiary corporations for the following purposes:

(1) providing financial and other assistance to governmental employers

to enable the governmental employers to reduce their costs of providing retirement

HBO0278a -0- HB 218
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and other benefits to their employees by prepaying all or a portion of their shares of
the unfunded accrued actuarial liabilities of retirement systems;
(2) receiving payments and providing servicing for payments to or
from participating governmental employers: and
(3) performing other duties and providing other services as the
subsidiary corporation considers necessary or desirable to further the purposes set out
in (1) and (2) of this subsection.

(b) The bond bank authority may incorporate under AS 10.20.146 - 10.20.166
a subsidiary corporation created under (a) of this section. The bond bank authority
may transfer assets of the bond bank authority to the subsidiary corporation and may
agree to secure bonds, notes, commercial paper, or other obligations of the subsidiary
corporation with a reserve fund established under AS 44.85.270.

(c) A subsidiary corporation created under (a) of this section may borrow
money and issue bonds, notes, commercial paper, or other obligations as evidence of
that borrowing and may have all the powers of the bond bank authority that the bond
bank authority grants to it. The provisions of AS 44.85.130 +44.85.170 and 44.85.270
- 44.85.390 apply to the subsidiary corporation and to bonds, notes, commercial paper,
or other obligations issued by the subsidiary corporation. Unless otherwise provided
by the bond bank authority, the debts, liabilities, and obligations of the subsidiary
corporation are not the debts, liabilities, or obligations of the bond bank authority.

(d) The staff of the bond bank authority serves as staff of a subsidiary
corporation created under (a) of this section. The bond bank authority shall determine
the membership or the process for selecting the membership of the board of directors
of the subsidiary corporation. The bond bank authority may permit some or all of its
directors to serve on the board of directors of the subsidiary corporation.

Sec. 44.85.086. Powers of subsidiary corporation. A subsidiary corporation
created under AS 44.85.085 has the following powers in addition those granted to it

under AS 44.85.085(c):

(1) to make loans to and enter into contracts with governmental

employers;

(2) to incur debt in furtherance of its putposes in the form of bonds,

HB 278 6 HB0278a
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notes, commercial paper, or other forms as the subsidiary corporation considers
appropriate;

(3) to secure its debt with a pledge of any assets that are available to
the subsidiary corporation for the purpose, including identified revenue and
contractual payments from participating governmental employers, and the general

assets and revenue of the subsidiary corporation; and

(4) to entei into contracts with underwriters, bond counsel, financial
advisors, accountants, actuaries, and other contractors to provide assistance as the
subsidiary corporation considers desirable to accomplish its purposes.

*Sec. 4. AS 44.85.100(b) is amended to read:
(b) The bond bank authority shall include in the report required by (a) of this

section an estimate of the amount of revenue bonds of the bond bank authority to be
issued during the fiscal year following the fiscal year in which the report is submitted.
Other than refunding bonds and other than bonds, notes, commercial paper, or
other obligations issued under AS 44.85.086 and 44.85.180fa)(5). the [THE] bond
bank authority may not issue revenue bonds [ OTHER THAN REFUNDING
BONDS,] in excess of $75,000,000 during any fiscal year beginning after June 30,
1981, unless the legislature, by law, approves the estimate required by this subsection
for that fiscal year.
*Sec. 5. AS 44.85.180(a) is amended to read:

(@) Subject to AS 44.85.100(b), the bond bank authority may issue its bonds or
notes in principal amounts that it considers necessary to provide funds for any
purposes under 'his chapter, including

(1) th~urchas™ofmunicipal bonds,

(2) the making of loans through the purchase of municipal bonds,
notes, or certificates of participation secured by an agreement between the bond bank
authority and a municipality or a municipal joint insurance arrangement organized
under AS 21.76;

(3) the payment, funding, or refunding of the principal of, or interest or
redemption premiums on, bonds or notes issued by it whether the bonds or notes or

interest to be funded or refunded have or have not become due;
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(4) the establishment or increase of reserves to secure or to pay bonds
or notes or interest cn bonds or notes and all other costs or expenses of the bond bank
authority incident to and necessary or convenient to carry out its corporate purposes
and powers”

(51 assisting governmental employers to prepay all or a portion of
their share of the unfunded accrued actuarial liabilities of retirement systems.
with security as the bond bank authority considers reasonable.

*Sec. 6. AS 44.85.180(c) is amended to read:

(¢) Notwithstanding the provisions of (a) and (b) of this section, the total
amount of bond bank authority bonds and notes outstanding at any one time [,
EXCEPT BONDS OR NOTES ISSUED TO FUND OR REFUND BONDS OR
NOTES,] may not exceed $500,000,000. This subjection does no? apply to (1)
bonds or notes issued to fund or refund bonds or notes: (2) bonds, notes,
commercial paper, and other obligations issued under AS 44.85.086 or
44.85.180(a)(5).

*Sec. 7. AS 44.85.410(a)(5) is amended by adding a new paragraph to read:

(8) "governmental employer" means the State of Alaska or a
municipality or other state or municipal governmental entity within the state, including
an agency, instrumentality, district, school district, public corporation, department,

division, or other subdivision of the state or of a municipality, in its capacity as an

employer.
* See. 8. This act takes effect immediately under AS 01.10.070(c).
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CHAPTER ONE

Introduction

Pension obligation IHinds ("POBs") are bonds issued by a slate or local government
to pay Its obligation to the pension fund or system Inwhich Itsemployees (or otliers
for whose pension benefits It is responsible) are members. POBs are an increasingly
popular way for state or local governments to accomplish a variety of financial and
other (including political) objectives.

According to Thomson Financial, during the past decade there have been at least
275 POB lIssues by state and local government Issuers In at least 22 states.

The purpose of this pamphlet Is to Introduce interested parties to die reasons why
POBs are issued, advantages/disadvantages, structure alternatives, federal lax Issues,
and representative programs tn three states where POBs are particularly popular.

The author is chair of die Public Finance Department at Orrick. Herrington 8r
Sutcliffe LLPand has been bond counsel on more than twenty POBS in various states.
QOrrick is the nations premier bond counsel firm, ranked number one for more llian
a decade." with extensive experience in all types of POB and similar financings.'

* Rankings lor securities transactions of various types are performed annually by Thomson Financial,
which has ranked Orrick number one In (he country as bond counsel since prior to 1990. In an average
year, Orrick handles more lhan _0o bond issues, aggregating more than S20 billion.

" Orrick is ranked by Thomson Financial as the number one bond counsel in Ihe country lor POBS over
Ihe lasi decade, with more Ihan 4 limes as many such issues as lhe second ranked firm.
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CHAPTER TWO

Pension Obligations

Pension obligations generally fall into two categories:

A. Unfunded Accrued Actuarial Liability (UAAL)

The unfunded accrued actuarial liability ("UAAL") Is determined by tlie actuary
for the pension fund to lie the amount by which the pension fund is short of the
amount that will be necessary, without further payments from tlie stale or local
government, to pay lieneflts already  rned by current and former employees
covered by the pension system. Tlie UAAL is based on assumptions (in some cases
established by die actuary and in some cases by die pension system or by tlie state or
local government) as to retirement age. mortality, projected salary Increases attributed
to inflation, across-the-board raises and merit raises, increases in reOrement benefits,
cost-of-living adjustments, valuation of current assets, investment return and other
matters. In order to avoir! volatility in the UAAL based on swings in market
valuadon, the investment gains anti losses on assets In tlie [tension fund are often
recognized (somcdmes referred to as "smoodted") over a 3 to 5 year iieriod.1 The
state or local government Is obligated to amortize die UAAL over a period established
by law or agreement widi die [tension system, typically at an assigned Interest rate
established by tlie pension system, which assigned interest rate Is usually the same as
the actuary’s assumed rate of investment teturn on pension fund assets (sometimes
referred to as tlie "Actuarial Kate").

" Note that the smoothing methodology referred to may result in “unreall/ed” or “lagging" unfunded
liability. Sec discussion of POB possibilities in footnote 4.
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B. Normal annual contribution

In addition to making payments toward any UAAL. the stale or local government
Is required to make payments to the pension lurid each year In respect of lhe present
value of tlie benefit ; being earned by the current employees covered by die pension
fund (dial Is. the amount being earned by diosc employees with each paycheck
necessary to pav future retirement benefits, based on assumptions of mortality rates,
salary increases, assumed rate of investment income and the oilier assunipdons
referred to In the preceding patagrapli), generally referred to as the "normal annual
contribution."
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CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments Issue POBs vary from issuer to Issuer
and from lime to time wtdi economic condiUons and odter circumstances. However,
these reasons generally fall Into one or more of die following categories:

A. Interest Rate Savings

As described in Chapter Two. most pension systems assign an interest component
to the payments die state or local government Is required to make in respect of its
UAAL. Assigned Interest rates currently generally range from 7'/% to 8'/,%
depending on die particular pension system. When taxable bond rates are low, and
asof fall 2003 dtey are roughly 5.95% or less for 30 year debt, then POBs can
function like a classic Interest rate savings refunding For example. If the assigned
rate Is 7.5% on a UAAL of $10U,000,000, die annual all in cost would lie roughly
$8,500 000 assuming a 30 year amortization, compared to an all in cost of
$7,300,000 on POBs amortized over tlie same period assuming a 5.95% interest
rale and costs of issuance of 1%. These savings to a degree can he front loaded or
otherwise structured to occur wlion must needed (see Section C of Cliapter 5)

On die other hand, because the factors on which tlie UAAL is based are constantly
changing (such as mortality and Investment return), tlie final amount of interest rale
savings cannot lie determined with certainty. Also, the assigned interest rate may
change from time to time during die life of tlie bond issue, and, at least theoretically,
the amount of interest rate savings could become negadve (even If all tlie other
factors remain die same) if tlie assigned Interest rate weie to drop and remain lielow
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lie bond Interest rale for a substantial period. So far this lias not occurred, even
tliough tlie assigned intcirsl rale nsome cases lws dropped by more titan one
percentage point since die mid 990s. This possibility is furthermore generally
considered to lie unlikely, because tlie assigned Interest rale Is based on an assumed
Investment rate nf return which reflects investments with a higher risk profile and,
therefore, higher projected return llian the POBs.

B. Discounts

In some cases, it may also bo possible to negotiate discounts with the pension
system for early payment ol the normal annual contribution or even the UAAL
(which may lellect tlie |iension fund's assumed rale of investment return or even its
then current investment ipportunity). It may also be an opportunity to renegotiate
oilier terms of the ponst »i obligation.

C. Arbitrage

Generally, ponsiot unds may Invest In a murii broader tango of investments
titan tlie state or In i*governments, and Die size and diversity of the pension fund's
portfolio allws | ahigher risk profile titan the state or local govpmmeni could
piudently sust — w ill its own I' "raiments. As mentioned above, tills Is why tlie
assumed rale of ns stmenl return is generally materially higher than the bond
rate. The actual investment performance of most pension systems (at least In most
years) lias substai i illy exreeded the assumed interest rate. Therefore, there is
tin* possibility tI  proceeds ol the POBs will be Invested by tlie pension fund at
significantly high t return than ihe inletesl cost on tlie POBS (even if interest on
llie POBS Is laxaulc).

In almost all cases wip benefit of earnings on Investment of bond proceeds in the
pension fund will lie credited tu tlie state or local government Issuer either In reduced
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UAAL or tcduccd normal annual contribution or both In some cases, tlie allocation
of this benefit Is subject to negotiation between the stale or local government and the
pension system and may even Ite decided t , the state or local government each year
This benefit from earnings Is why Interest on POBs Is generally not exempt from
federal Income tax (sec Chapter 6). So tins arbitrage Is not the typical municipal
bond arbitrage derived from borrowing at tax-exempt rates and Investing at taxable
rates, but rather what might be called risk arbitrage derived from borrowing against
the credit of the state or local government and participating through the pension
fund in a portfolio of investments that Is designed to produce a higlier yield and
manage the higher risk through dive iification. O fcourse, tliere is no guaranty that

such arbitrage will be positive.

D. Budget Relief

Particularly In tite current envitonmenl ol substantial budget deficits. POBs are
being used for budget relief. This may lie accomplisited by

(1) reamortizing the UAAL by replacing the obligation to the pension fund with
POBs having a longer term and/or lower payments In the early years (or even no
debt service in the early years if capital appreciation bonds (CABs) or capitalized
interest Is used); and/or

(2) funding the normal annual contribution for tite current (and maybe tlie next)
fiscal year (to the extent permitted by applicable state law)

E. Labor Relations Benefits

Some stale or local governments have used I'OCs, at least in pan, in improve
relations (or negotiations) with its employees and their unions by funding unfunded

pension liability to those employees
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F Better Than The Alternatives

In solno rases, POBs are siinplv betlei lhan Ihe alternatives: (i) paving more
Into die pension fund, (ii) asking employees to pay more Into the pen .ion fund;
(iii) reducing heneflls; m (iv) hoping dial gains on pen.lon fund investments will
subsianlially cxreed llie assumed rale of Investment return.
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CHAPTER FOUR

Possible Disadvantages of POBs

Despite tlie foregoing benefits of POBs, there are a few possible disadvantages:

In some Jurisdictions, a state or local government may negotiate or even
unilaterally make changes in its pension obligation, perhaps by postponing
payments or changing assumptions. POBs replace mis pote-tially flexible
pension obligation with a more Inmutable bond obligation.

As explained In Chapter 3, while unlikely, it is possible Ilial die assigned interest
rate will drop below die bond interest rate or lliat die pension fund will have
negadve earnings. In each case for a sustained period.

I the pension fund enjoys liigher than expected earnings, the pension fund
may become overfunded and result in temporary contribution holidays, bui also
can lead to increases in retirement benefits that may be costly to sustain at sume

point in the future.

POBs result in payment to and Investment by the pension fund of a lump sum
amount that otherwise would have been paid and invested in increments over a
period of years, concentrating rather than spreading market timing risks.

Almost all POBs arc taxable and most taxable bonds with fixed interest rates
are sold as noncallable bonds Adding a redemption feature will ordinarily
result in a materially higher interest rate cost tiian Ihe same redemption feature
in tax exempt bonds. Therefore, taxable noncallable bonds may be expensive
to refund or defease, ! "shough there liave lieen a number of successful ternk'l
offer refundings of taxable POBs (that is a tender offer was made for the prior
bonds and the tender price was paid with proceeds of new refunding bonds).
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Another way to addrr\s this concern is by using variable rate bonds, which
may contain redemption provisions widiout additional interest rate cost, and
may tie accompanied by a floating to-fixed Interest rate swap if a fixed rale

obligation is desired.

Aijfc that nany ol these issues can be addressed in whole or Inpart by using POBs to m

fund less than all of the UAAL
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CHAPTER FIVE

Types of POBs

A. Security

Most POBs are payable front the general fund of ihe Issuing stale or local
government. Assuch, they must either satisfy or be exempt fiom tlio debi limiiatinn
provisions typically found in tite applicable state constitution and, accordingly,
generally fall Into one of die following three categories:

1. General obligation bonds, Wlikh term generally refers to bonds tliat satisfy any
constitutional debt limitation and are backed by the full faith and credit and taxing
power of die issuing state or local government. An example is the $10,000,000,000
State of Illinois General Obligation Bonds Pension Funding Series of June 2003
(Taxable), die largest POB Issue to date A variadon Is full faith and credit limited
tax bonds payable from available general funds but without any obligation to levy
additional taxes Sec discussion in Chapter 10.

2. Obligations imposed by lavy, Which term refers to an exception recognim|
in a few states from the otherwise applicable debt limitation contained in the
slate consdtution. It applies to nbllgadons imposed on the state or local
government by die constitution or by statute or. In some cases, by court judgment
as distinguished from a voluntary exercise of the borrowing ptnver by tin- slate or
local government. Most pension obligations would qualify and. in states In which
die obligations imposed by law concept applies, bonds Issued to fund those pension
obligations (POBs) are considered to liave the same legal character as tlie pension
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obligations llirnnclves POBs Issued In California duilng tlte past decade have all
been obligations Imposed by law. Sec discussion in Chapter 9,

POBs issued as obligations Im[josed by law generally cannot include reserves or
capitalized interest IKrause those components of tlte obligation are not considered
to be Imposed by law. even on die ihetitv tlicy are essential to marketing the bonds
(because so many obligations imposed by law POBs base been Issued wilhoul diem).
()n (lie other hand, costs of Issuance mas lie Included. 'Die inability to include
capitalized Interest means that It may lie diflicult to achieve complete budget relief il
the early period following issuance of die bunds without resort to capital appreciation
Ixmds (CABs).

3. Annual approprialion bonds, Which term relers to bonds that ate not
ionsidered debt subject to a constitutional debt limitation because die state or local
government Issuer lias no legal obligation to pay diem and payment Is therefore
subject to annual (or other [ieriodic) appiopriadon of funds for dial purpose at die
discretion of die legislature or governing body of the state ot local government Issuer.
Fxamplox Include the S/73.5 million POBs issued In 199G for llie State of New York
and die $2.8 billion POBs issued In 1997 for die State of New Jersey

B other. In the mid-193% and occasionally since, some cldes and coundes In
California issued POBs as so called asset strip lease revenue bonds or certificates

of paitJcipatjon (COPs) Hie city or county leased existing facilities (with a value

at least equivalent to Ihe amount ol bonds/COPs to be Issued) to aJoint [Kiwers
audtotily ot other governmental entity or to a nonprofit rorporallon. simultaneously
leasing them back, the Ic.isetiack was assigned to a trustee and bonds/COPs were
issued secured by the leaseliark payable Irutn die city or .ountys general fund, and
the proceeds of die IHinds/COPs wrre paid to the pension lund net of costs of
issuance and reserves and capitalized Interest retained bv die trustee.

In certain circumstances, it may also make sense to use revenue bonds as POBs
(lor example, if the issuer is a revenue piuducing enterprise, aulhorils nr rlistrict).
(See also Chapin 10.)
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B. Credit Ratings/Borrowing Capacity

Because POBs replace existing pension obligations, Uuy are not generally viewed
as adding to the debt burden of die state or local government issuer (much like a
rnnvcnuonal refunding)." To quote die rating agencies:

"Moody's believes Ihe issuance of pension obligation (mods (POBs) ts ora*
efTecdvo way of addressing an unfunded liability. Since POBs reduce die cost

of funding an unfunded liability, llitcir Issuance is nut by Itself a credit weakness.
However, the planning and analysis conducted by a local government as pail of
tlie decision to grant expanded henefits, die government's plan for funding any
unfunded pension liability, and Its ability and willingness to budget appropriately
for any attendant lilgher costs, are reflective or die quality of tlie government's
overall financial management. These factors, therefore, will be considered in our
assessment of a government's general credit quality.’

'Standard & Poor's factors Ihe effects of a pension obligation bond strategy Into
die long-term rating of the sponsor Standard H Pom's has vlewin pOBs asa
strategy for savings on carrying charges as long as the transaction was structured
ronservadvely and the assumptions were reasonable and attainable. This
requires a clear financing plan Including reasonable assumptions and manageable
leverage. Prudent cxpcctadons fix investment returns and the cautions use of
resultant savings help Insure a POBs success. Another positive factor fot a
POB Is. of course, to be fortunate enough to sell die bonds In a low Interest
rale environment, diereby Increasing the spread between interest costs and
investment return expectations and lowering die risk of underperfornianre

"iitch believes dial POBs, If used moderately and In conjunction with a prudent
approach to investing die proceeds and other pension assets, can lie a useful tool
In asset liability management. However, a failure to follow lialanced and prudent
Investment practices svtdi respect to POB proceeds could ex|iose die sponsor to
market losses.

" Note that to lhe extent Ihe POBs lund I e normal annual contiibuhon, new long term debt is oealpd
which could have an attect on ciedlt latings not present it the POBs tund only Ihe UAAL
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Betauv- a simmisoi § Unfunded pension liability Is already factored Into (lie ruling,
die luuxta of POBs simply moves tlie obligation from one purl of llie balance
stmet to another. However, Fitrli notes tint POBs create a true debt, one which
must lie paid on time and in full, rather than a softer pension liability that ran
lie deferred or resrfieduird from time to time during periods of fiscal stress.
Consequently. POBs tan have a significant effect on financial flexibility over time.

| fie actual ratings on ihe POBs will depend primarily on legal strutlure. Genera!
obligation bonds and annual appropriation POBs should be rated llie same as tlie
Issuers oilier general obligation or annual appro; +non debt Obligations Imposed
by law POBs air generally rated In between: a notcli below the issuers general
obligation btiml rating and a notch alxive its lease or other annual appropriation debt

C. Structures

Because I'OBs are gcnetally payable directly from tlie general fund of die slate
or local governmental Issuer, die structure of die bond Issue is usually simple and
xtralghtfo -ward, varying primarily In interest rate mode, using one or a combination
of die following:

| Fixed rote bonds. Because most POBs ate issued, at least ui part, to achieve
Interest rale savings, rosi POBs are Issued as fixed rate lionds. The advantages

are dm same as fixed rale bonds generally; namely, they lock in Interest cost, and
with interest rates at historic lows, (his Isa very attractive prospect in itself. Tlie
disadvantages arc: (i) the assigned interest rale on ihe |>ension obligations funded
with POBs s not fixed, su interest savings cannot he fixed witli certainty (see Section
Aof Cliapler 3); and (r) fixed tale taxable bonds anlusually sold as noncallabie. so
iliey cannot lie easily refunded or defeased it rales drop or ciiiuinslanrcs cliange (see
discussion Section I' ol Cliapiet *I).

f variable ,atedemand bonds. Vaiiabk- iate demand bonds are bonds Hie
Imldeis of which may lender them back to llie issoei or Its agent upon short notice
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(usually 7 davs. bul may lie | day 1 month or other periods), lor a purcliase price
equal io par plus accrued Inieiesi  As a result, they bear interest at rates like, and
I*vc some mliet cliatai terisllcs of, short term obligations. Variable rate demand
bonds generally require a liank letter .if credit, standby purchase agieciiimt or oilier
facility to assure liquidity In the event Ixincls are tcmleied and cannot I* remaiketed.
Unless the Issuer is highly rated, variable rale demand lionds are typically alsn credit
enltanced with cidicr bond Insurance or bank letter of credit or iidler credit facility.
The advantages of variable rate demand POBs are that (I) dicir Interest rates are
generally lower dian fixed rate bonds, and (i) Ihey are usually subject to redemption
al any Ume without premium and at no extra Interest rate cost for the right to
redeem. However, while llie Interest rate usually Marts out lower (ban lixed rale
homb, the rate Is variable and subjects die Issuer to interest tale exposure and risk In
die interest rate savings objecdve and to die risk arblliage (tension fund investment
objocdve for Issuing die POBs (sec discussion In Sections A and C of Chaptei 3).
Interest rates may be afTccted not only by nvrket conditions Iml also by die financial
condition of llie Issuer oi llie credit provider or liquidity provider. In addition, tlieie
ate risk, costs and aggravation associated with renewal of any bank liquidity or credit
facilities, which usually have a letm of one to live years, compared to die POBs which
typically have a temi of more dian 20 years,

3 Auction rate bonds. Auction rate bonds appear to lie the most popular current
variable ute mode at this ume because they do not require a hank letter of credit,
standby purchase agreement or similar liquidity facility required for variable rate
demand bonds or commercial paper Tills is liecause auction rate IKinds are not
pultable back to the issuer but Instead are subject to periodic aucUon (typically eveiy
7,28 oc 35 days) if die holder would like to dispose of Its bonds other tlian by dirts |
sale. The Interest rate is reset by Ihe auction price and lends In tie materially less
dian die then current fixed rales (fur example. In die fall of 2m i. 7 day aui tinn rate
taxable POBs bore rales of loughly 1.05%- 1 15% compared in 30 year taxable fixed
rates of appioxImatcly 5 95%). Ilowever. (here Isno assurance that aorlinn rales will
not ini lease to exceed the lixed rale al which die POBs could liave heen originally
issued. If there Is an auction with no buyers ¢i., a (ailed auction), the Interest tale
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usually to llw maximum rate (typically 12 to 15%) Failed auctions arc rate

[ In primary icason dies may orcur is (I) a cloud of sonw kind on the lax-exemption
ul llie Immiils (foi example, an IKS audit or challenge lo thr lax exemption nf similar
ixutds). svliirli is not a risk fix nx»t POBSs I>ccauxc they are taxable; ix (Il) a shotk

lo ihe security fix Ilie Ixinris (lor example, bankruptcy of an Irti|X>rtarit source of
revenue) which Is linjwnliabk" «*1lh general fund obligations like POBs unless die
issuei goes liaiikiupt (wlilrh stales rannoi do under U.S. bankruptcy law. and cldcs
and roundes do very raielv).

M indexed bonds, indexed bonds are vaiiable tale bonds dial arc not subject to
lendei back to die issuer arid, liieiefote, do not require a bank liquidity facility, and
Ix-ar interest al a lixed spread over a market Index (typically rldiet ihree or six month
LIBOR) resel at tlie end of each accrual [x-nnd (typically quarterly if lhree month
[IBOR isuvd or semiannually If six month LIBOR is used). LIBOR refers to die
london Interbank Oflered Rate and is published daily as page 3750 on die Telerale,
Inc news and information service (referred lo as die Official LIBOR Page) Indexed
builds of tJils typo are used primarily to facilitate marketing of POBs outside of die
1J°S when investors are moie accustomed to LIBOR based investments, but are also
attractive to many U S investors as well. Like auction rate bonds. Index bonds may
be subject to redemption without penally. However, also like ant (ion rate bonds
there tsno assurance dial LIBOR indexed rates will not Increase to exceed the fixed
rate ai which die POBS could have txxm originally Issued. However, unlike auction
rales, tix* LIBOR Index is nol aliened by events affecting die POBs Issuer or llie
POBs Index bonds may also be swapped lo fixed more rffirienlly and with llitde or
no basis risk compared lo auction or other variable rale bonds Itecause llie global
swap market Is primarily LIBOR based.

5 capital appreciation bonds. Capital appreciation bonds (CABs) are honds
dial bear no current mtcresi. which instead is accrued, compounded (usually
semiannually) and paid al llie maturity of the bonds. They are used primaiilv lo
reduce delil service in tlx- eaily years A satiation isronvcilible CABs. dial function
as CABs foi several years and dton convert oil a certain dale to current interest
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bonds i If interest paid sin tlie tlien accrued value nf tlie imnds. Ix-Ing die original
principal amount plus the amount of accrued, compounded Interest up to thrt
conversion date). T he disadvantage of CABs is that hlglier rates of Interest ate
required In order to market diem

G. swops. If variable rale bonds are used, (lie resulting Interest rale exposure may
be swapped to a fixed rate. In whole or In pari, using a floating-to-fixed Interest

rate swap. While swaps may often make a great deal of sense In this context, tliey
are complex financial Investments and beyond the scope of this pamphlet. It is
important to make sure (hat if a swap is to be used, it is consistent with ihe issuer's
obiccUves and docs not Itself expose dx: issuer (0 risks or consequences the Issuer
docs not fully understand or ace inconsistent with Its objectives. For example, if llie
purpose of using variable rate POBs is to allow fix refunding or early redemption if
rales drop or other circumstances cltange. the termination payment dial may be due
on early terminadon of die swap may ofTsel die benefit ol and effectively prevent
refunding or redemption. There are also other circumstances in which a substantial
terminadon payment may tie due from die state or local government such as default
of die swap provider or downraUng of either party, as well as other terms that can lie
modified lo suit die slate or local government's objectives. Expert advice should be
sought before entering Into any swap.

D. Payments to the Pension Fund: Whole or Part

POBs may be issued to pay all or any pari of die UAAL or (depending on
applicable slate law) Ihe normal annual contribution." Frequently, Issuers choose
lo ue POBs to fund only a porlioi of die UAAL. generally to avoid oi reduce die
concerns describe*) In Chapter 4 The pordon of die UAAL funded may lie (1) a
percentage of die total UAAL as of tix* dale of Issuance of die POBs. or (2) all of

1 Depending on stale law and financing structure, it may also be possible lo finance future ycar*
normal annual contribution and/or unfunded liability ciealed by investment losses not yet realized
doe to actuarial smoothing methodologies (which phase In investment gains and losses over a period

of, usually 3to 5, years).
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certain years Contributions tu die UAAL If agreed (o by the pension system, the
second approach can rrsull In suspension of all UAAL contributions during those
years (rot example, Ilie next succeeding 10 years) At Ole end of the period, the
UAAL will Ix reralculatrd and amortized over tlte remaining original term of the
UAAL. [lie risk of tills second approach to partial payment of the UAAL. which
Is much lesscommon than tlie first approach, is tliat if investment perfoimance of
tlie pension fund Usubstantially below thr assumed rate of return, tlicrr could be
asignificant Increase In tlie amount of UAAL to bo amortized over the remaining
term, To a degree, that risk can be addressed by subsequent issues of POBs (before
(L after tiie date of recalculation).
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CHAPTER SIX

Tax Issues

A. Taxable Bonds

Most POBs are taxable. That Is, Interest on tlie bonds Is included In gross Income
for federal tax purposes although they are usually exempt from income taxes of tlie
state In which tfie issuer Is located. This affects not only tlie interest rate at which
the POBs are sold but also the types of investors to which they are marketed (for
example, corporate pension funds, charitable endowments and others not subject to
federal income tax and. for some of the larger issues, non U.S. investors). There ate,
however, a few circumstances In which POBs may he lax exempt.

Why most POBs are taxable, with tlicse few exceptions, is explained below.

B. Tax-Exempt POBS Prior to 1956 Tax Act

Prior to the enactment of the Tax Reform Act of 1986 (tlie "1986 Tax Art").
POBs dial were properly structured could boai interest that was excluded from gross
Income for federal tax purposes. However, to get tax exempt treatment, investment
of bond proceeds for the benefit of die covered employees and former employees
had lo be designed so dial die issuer/employer dirl not lieneflt from the Investment
Inany way oilier (lian relieving Ihe issuer of the responsibility of paying ils leilrees.

If proceeds deposited in the pension fund were expected lo Ix! Invested in securities
or obligations with a yield higher llian die yield on die POBs. die issuer's obligation
to make additional contributions into the fund would be reduced in the future, a
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prohibited anllr ipatcd dircrl benefit from tire investment of thr bond proceeds try
thr |icrolnn fund.

However, tlie sUu.ilion was different wliere the Issuer coniracled with someone else
lo lake over the responsibility of making payment lo die retirees and paid for Ihat
tiarolei of risk Willi proceeds of POBs - for example, by purchasing an Insurance
company annuity wliereby llio insurance company look over all liability for Ihe
payment of ihe pension benefits. In Ihat case, Ilie insurance company bore dig risks
and InmxliLs of investment return - die issuer go! no heneflt from Invesdnonls made
by die Insuianre company even If die expected Investment return was reflected In
die price paid by die Issuer for the annuity |x>llcy. in addition, die purclutse of an
annuity was not treated as die purrltasc of a “security” or ‘obligation* under lhe (ax
lass. A nmnlier of tax exempt POB transactions were consummated in Ihe early
1980's in which die pro ecds were deposited Into a pension fund and were used to
acquire Insurance company annuity tont/acls

C. Tax Reform Act of 1986 Transition Rules

| Stopping New Issues of Tux-Exempt Pension Bonds. AS a result of die
ducat of a proliferation of tax-exempt POB Issues. Congress decided to amend llie
lax law to prevent Ihe investment of tax-exempi bond proceeds in annuity contracts
New rules were adopted In die 198G Tax Act. "Investment type property,” Including
annuity contracts, was added to “securities” and "obligations" as polenlial arbitrage
Investments, in addition, because of die urgency with which i( viewed die matter,

(. (ingress included a special effective dale rule In die 1986 lax Act relating to annuity
contracts which applied lo all bonds issued alter September 25 1985. The 1986 lax
An essentially ended the issuance oi lax-exempt POBs for llie puipose of depositing
die proc nils into a pension fund or lor die purjKise of purriiasing annuities lo replace
die issuer's rosixinsibllitlcs lo its retirees, except as described helow.

2. Transition Rules for Refundings of POBs. The Sratus ofrefundingsofpr0-1986
Pax An POBs was ran specifically addressed in the 1986 Tax Ac! In connection
with two later lax atis the Technical 1 directions Bill of 1988 and Technical anrl
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Miscellaneous Revenue Act of 1988, Congress ailernpled lo clarify Its position on
refundings While die statutory language and legislative history ate a bil confused,
die related House. Senate, and Conference Committee Reports indicate dial Congress
intended generally lo permit one advanre refunding of prc-Septeinliei 25. 1985 POBS
(al least where die amount of the refunding Is not greater dian die amount of prior
bonds). Additionally, die legislative history Indicates that Congress intended to
permit any number of current refundings of pie September 25. 1985 POBs where
die refunding bonds do no! addidonally burden die tax-exempt market, but merely

replace existing tax-exempt debt.

0. Columbus Case

The State of Ohio created a stale fund Into which municipal corporalions In llie
Slate were required to transfer, on January 1. 1967, all existing assets and llahllllles ol
dielr local pension funds for police and firefighters. Under die Stale law. all pension
liabilities accruing after die transfer would lie supported by current employer and
employee contribuhous. However, while Ihe Slate fund completely assumed the assets
and liabilities of a city's redrement fund, die law mandated die rily pay to die fund,
eidier Inmediately or over time, an amount equal lo Ihe present value of die accrued
but unfunded liability determined al die dnie of the transfer. Tlie City of Columbus
opted lo satisfy ils obligadon over Iinie logedicr with die required Interest

In 1993. ihe Stale modified Ihe law lo allow any city sUll owing money lo the
fund to extinguish its remaining UAAL In return for a single payinenl equal lo 65%
of the then unpaid principal balance. The City decided to prepay Its obligadon
However, upon hearing dial die City was going lo issue lax exempt bonds lo fund Its
prepayment, representatives of die Internal Revenue Service notified the City dial
they would assert dial Interest on llicse bonds would be taxable The City sought a
private letter ruling from the Internal Revenue Service and received an adverse ruling

which il apliealed to die Tax Court.

In die court proceedings die Service argued, among ndier tiling' dial the div mull
ihe City received on the prepayment of its obligation lo die fund was a form o
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Inwimnil return and thus rivalid itiijxrnilvsihir arbitrape profit The Service
reasoned dial tin- pricing of (hr prepayment rcfln. d dir exportation of ihr Slate fund
dial Il would lie able lo Invest die amount of die prepayment al a yield materially
h.glier llian (he yield on die City's bonds. Asa result, ihe Service believed dial bodi
die City and Stale fund would bencfli form the earnings on tlie Investments. In
addition, U.c Service argued dial die prepayment constituted the use of bond proceeds
to acquire "Invcsirnent-type properly” al a yield higher (ban dial on die lionds (after
taking imo account Ihe discount received on the prepayment) in tin | absent die
discount pricing of die prepayment there would be no economic savings for the City.

Ultimately, die City prevailed on appeal as the Court of Appeals concluded dial
there was an existing obligation of (lie City lo die Slate fund, die f "y would nol
benefii from die investment of amounts by die State fund and the prepayment of the
City'sown debt obligation lo the Slate fund did nol consdlute the acquisition of
investment tyjx- property by die City. The City was then able to refund Its obligaUon
to the Stale fund by issuing lax exempt POBS.

While the unusual facts in tills rase have application lieyond the City of Columbus.
mu h application is likely to lie fairly limited and lo attract unfavorable attention

from the Internal Revenue Service.

E. Tax-Exempt Working Capital Bonds

While directly Issuing bonds to deposit Ihe proceeds into a pension fund does not
appear lo lie permitted under current lax law governing tax-exempt bonds, in certain
cases It may be possible for a stale (L local government to Indirectly fund 'he current
year's pension deposit, 1or example, a stale or local government may Issue short
lerni lax or revenue am. ipalion notes or long term working capital bonds to finance
acash Dow budget delit .1 or a so railed structural budget deficit. 1 he drficit analysis
would include any cash How deficit relating lo dip stale or local government's
obligation m deposit ar i unis Into Its pension lund.

li may lie dial this tyj ol financing is best done so dial die Ixirxl proceeds are
nol required lo be deposited in (Ire pension fund, bill ralher. are used to lund deficits
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created by woiking capital cxjieiidltures Including Ihe deposit of amounts Into the
pension fund. In other words. It IS Impoi nl dial die bom" proceeds nol he Traced"
Into the pension fund 0! tequiied to Ix* deposited tliere ai , die bonds should nol tie
called Pension Obligation Bonds

Among other things, long term honds of this ly;ie would bring Into play llie
application of some complex federal tax rules relating lo when proceeds can Ix*
treated as spent, allocation of die deficit in sizing llie Issue, permitted amortization
structure, die applic:.don of so-called "oilier replacement proceeds" rules, applicable
yield and other invesutienl rcs'ricdons, post issuance compliance mailers, plus Ihe
intersection in sizing and in post-issuance compliance widi lhe Issuance of normal
(ax or revenue andcipaUon notes and any odior "bort term or long term working
capital obligations.

F. Investment of POB Proceeds in Municipal Obligations

The primary lax problem in Ihe use of lax exempt POBs lo make a deposit lo a
pension fund Is dial die proceeds are nol healed as spent, but rather are treated as
invested. Moreover, under the so-called "proceeds spent lasi" rule applicable lo
working capital financings, diesc proceeds cannot be treated as paid out lo pension
recipients until all oilier available amounts are first expended, which as a practical
matter, means that llie proceeds will never be deemed expended. Unless the
investment yield on die investments In die pension fund is not more Ilian Ox; yield
on die bonds, die bonds will become laxalil® arbitrage bonds. In addition, die

hedge bond" rules would result In the bonds being healed as taxable licdge bonds
unless die issuer actually expected to spend (he proceeds within a three or five year
time frame, taking Into account ihe "proceeds sjX'nt last mle

However, under both die arbitrage rules and die hedge bond rules. Interest on tix*
bonds used to fund the pension fund could lie tax exempt if Ihe issuer invested Ihe
proceeds of the bonds In municipal obligations die Interest on which is not subject to
the alternative minimum lax (so-called "non-AM T" municipal bonds). Under these
provisions as long as the amount of mm AM | municipal bond investments In llie
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[X"i\slrir fund is al Irasi equal to 95% ol ihe amount of POBs outstanding al any
time. Intotesl on llie POBs will lie lax exempt. Asthe POBs are amortized. there is a
similar reduction in llie amount required lo be Invested only In non-AMT municipal
bonds in tho (tension lund

W hile this structure allows fui POBs lo lie Issued as lax exempt, llie henelll ol
+lax exemption on die (winds may be outweighed by Ihe limitation 01l llie type
ol Investments allowed xviih the proceeds

G. Other Considerations: Effect on TRANs

Tax and revenue anticipation notes (TRANS). are typi ally issued by state and
governmental units ol all sizes lo fund die annual cash flow deficit wlilch arises due
lo (he timing mismatch Ixis.wn annual revenues and annual expenses. TRANs are
almost always issued as shorl teim notes with maturities of 13 months or less and are
repaid at or shortly after the end of the fiscal yeai by wlilch time it Is expected dial
revenues will have Taughl up" with expenses. To die extent die POB proceeds are
used lo fund a dcposil lo the pension fund dial otherwise would liave been made oul
of current years revenues, die deficit will I* likely be reduced by die same amount,
impacting die sizing of any TRANs issued for dial year. The onp circumstance where
this would not liappen is if die calculation of the maximum iash flow deficit used In
sizing (he TRANSs shows dial it is incurred prloi to die time or die pension deposit
In dial tase. die use of proceeds lo make that deposit would not have any Impact Ol
th" size of die TRAN issue
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CHAPTER SEVEN

Federal Reimbursement Issues

Certain costs of slate and local governtnonl In administering programs under
grants from or contracts with llie federal government are eligible for reimbursement
from die federal government. Such costs Include compensation and benefits.
Including pension benefits, nf stale or local government employees for W +lime
devoted 10 die administration of such programs. Such allocable pension benefit costs
even Include die interest assigned to die slate or local governments unfunded liability.
The principles governing such reimbursement are set oul In Office of Management
and Budget Circular A-87. Some slates have similar programs for reimbursement of
local governments for costs related to lhe administration of stale programs.

POBs replace die state or local government's payment of some or all of those
pension costs with payment of the principal of ami Interest on die POBs. issuers
will want to be comfortable dial die federal government will Iteal debt service on
the POBs as die surrogate for the pension obligations funded or refunded with the
POBs and will ronlinue 10 reimburse Its allocable sltare. Statements have been
issued by llie Office of Management and Budget and the Department of Health
and Human Services to die effect that the POBs. Including principal (representing
amounts paid lo (he pension fund). Interest and cosLs of issuance, will lie allowable
as tlie pension costs funded ¢ refunded diereby. so long as the POBs are nol more
costly to the federal government dian the regular pension costs funded or refunded
over tlie remaining life of die unfunded liability. Tlie same principles should apply
lo refunding POBs. Further details of ferlei al anil stale reimbursement programs are

tieyond die scope of this pamphlet
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CHAPTER TIGHT

New York

A greater number of POBs (reaighly 55) liave been issue.) by the slate and local
governments In New York over the past decade than from any other state.

The issuance of POBs by local governments in New York was first authunrod I<
1989. Tlie State and Local Employees Retirement System of the State of New York
("ERS"). tlie New York State Police and Fire Retirement System {"PFRS") and the
New York State Teachers Retirement System ("TRS", In the aggregate referred to as
the 'NYS Retirement System”) were el. modified in 1989 with respect to Hie method
by which die annual contribu..on amounts were to be calculated in die future. Asa
result, each system was significantly underfunded, requiring a "catch up payment to
return to actuarial full funding. Participating local governmental units were offered
the option of (1) amortizing the UAAL amount due by a date certain dirough a
direct loan from the State which carried an 8% (for TRS) or 8'/(% (foi ERS and
PFRS) rate of interest undl the liability was fully met, or (2) flnanrnig the UAAL
through die issuance of general obligation bonds over a statutory period (applicable
to the particular retirement system), or (3) paying cash by the dale certtin. Few local
governments, except smalljurisdictions with few employees, took Ihe third option.

During the period 1989 through 1993, counties, cities and larger school districts,
in pardcular, issued general obligation bonds io pay ofT (I Ir then current balance
of unainorllzed UAAL wlienever interest rates dipped sufficiently to permit a lower
net interest cost on their own bunds than the 8% or 8'/i% rale belt g charged by the
State  During this period, local governments could issue ten year general obligadon
bonds svidi net Interest costs in the range of 6% to 7.375% depending on dieu credit
rating Flie 1989 legislation further provided that at such time as die remaining
amortization period was less than flv* >ears, local governments could no longer ;"sne
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thrir own rlrbt to pn, oil die outstanding balances. idms, with n permitted
maximum statutory amor;imiion period of seventeen yrar* for mast UAALS e
possibility of financing ol the 1989 UAALS ended In the 2001-2002 rival year of
most local governments

Beginning ni 1995, the State adopted legislation almost every year meatUir new
reUreinent Incentive programs for various cab-gorles of State and local govt* intent
employees, largely lo soppotl a goal of efficient downswing of govemn'.e it Generally,
the legislation establishing these programs t'd not at die time inclod pm isions
lor financing of llie resulting unfunded liabilities. Such costs, which ad d to any
existing UAAL. v.ere paid eithei by amoitizallon tiirough Itic NYS R uement
System or by cash.

Concurrently in iliis lime period, another type of pension-related program was
dev loped by the State liglslature which authorized local governn r . to create
sor'tce award and defined benefit programs for volunteer ambulant and fire fighting
personnel. Llie IrgislaUon jrurmilted ihe financing of rntributioi >io certain ol
siicli programs attributable to years of volunteer seivtce rendered uring tlie five years
pitoi to adoption of surh programs. Such financing cannot "ic ai mrtlzed over a
period cxcmling five years.

In 20f.2. new legislation was adopied for die p.iipose of strucunal reform in the
method and manner of employer contributions to tlie NYS Retirement System,
which legislation also included two provisions for the Issuance of P('B ..

| Local goveinnie,it> arc nosv pelmilted ' . issue POBs for any ovi'sl ndtng
obligations In the State lor any existing retirement incentive progi-mt (r t .
tlie retirement incentive prigrams estatilished annually in the "ear-V m 1995
through 2002) fl his piovis oil was dialled by Oiilck attorneys r.. liehalf
of the New Yolk Slat- Assnthtlon of Counties.) Ihe amortization period is
limited to five years.

X Similar In die 19P9 legislation, a lor al government (and the Stale itself with
regard to iLsown employees) is permitted to amortize a portion of its no *nal
annual ionlilhulion lot one fiscal year iliat is, local governments an* peinutted
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to amortize die amount due on December 15. 2004 to ilic F.RS or PFRS
component of die NYS Retirement System (except deficiency payments,
adjustments relating to prior sear p. ymentx. obligatlorts ‘or retirement Incentivrs
or orJier simlUi .mounts) to the extent Ihat such amount exceeds 7% ol die
estimated "pensionable salary" base for the then current fiscal year (2004-2005)
Tills ‘amount eligible for amortization" may be amortized over a five year period
al 8% with die State, or local governments are aiidiortzcd to Issue their own debt
obligations to pay such amount, with maximum maturity not to exceed five
years. On or about October 15. 2003, the State Comptroller is to determine
die “amounts eligible for amortization "

Tlte only type of financing specifically audioiizcd for POBs in New York Stale
ar- general obligation tKinds (which obligations include a pledge of the foil failli arid
credit and taxing power of die local government). Tliese bonds must be issued in
tlie same manner, under die same procedural requirement*, and subject to the same
debt limits and odvT constraints as for any capital project of the local government.
Mandatory or permissive referendum requirements applicable to general obligaUon
bonds of the particular type of local government apply to bond resolutions
authorizing POBs. Foi example, school districts mast receive voter approval before
Issuing debt for any purpose audiorized by die 2003 legislation (Note that die
legislation in 1989 exempted such school district POBs from the voter approval
requirement; this omission in lhe 2003 legislation may be corrected during a futurr
legislative session.) Likewise, fire districts would need prior voter approval. |he bond
resoludons of counties, towns and villages which auihortze payment (or live years
or less are not subject to mandatory or permissive referendum. Similarly, city Ikitid
ordinances should not lie subject to mandatory or pcrmissl'e referendum unless
specified by applicable special city charter provisions

Once abond resolution has liecn adopied by a ItKal government authorizing
die issuance of POBs. il is generally necessary lo publish a legal notice of estoppel
including a summary of tlie bond resolution and allow the 20 day estoppel [>eriotl
lo elapse prior to the sale of the POBs. The purpose of die estoppel notice is to
ensure (lull rlebt issued by Ihe local government cannot be challenged on any basis.
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protcdu al 01 otlienvisc. except on conslilulional grounds once die estop[>cl period
elapsed.

Tlie New Yoik Slate Legislature lias also authorized the Stale ttw/f lo borrow in
order to fund it UAAL on at least two occasions. In 1996, the State through the
Dormitory Authority of (he Slate of New York issued J773.475.000 of POBs as
annual appropriation debt  These honds had a final maturity In 2003. The 2003
legislation described above also amended (tie Stale Retirement and Social Security
Law to audiorize die State to amorlor a portion of die Slates contribudon bit* for
the fiscal year ending March 31, 2005. The amortizable portion is calculated In die
same manner as dial pcimilted local governments. Likewise, the Slate may eldier
amortize dial poidon through the office of ihe Stale Comptroller for five years at
8% or issue POBs.
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CHAPTER NINE

California

Pension obligation bonds had their start with the famous City of Oakland.
California pension bond financing In 1985, the first POB in the country, wlilch
Orrlck helped to Invent and for which it served as bond counsel. That financing
and a number of copy-cats dial rapidly followed were tax-exempt and primarily
driven by dicn legal arbitrage possibilities. As explained In Chapter 6. tax-exempt
POBs largely came lo an end with tlie introduction of tax legislaUon dial became
part of the Tax Reform Act of 1986.

A new taxable version of POBs surfaced in late 1993. During die last decade
since. Ihirteen or so cities and seventeen or so counbces in California liave issued ovet
60 POBs (second only to New York) aggregating more dian S11 billion (more lhan
from any other state). With die exception of one tax exempt transaction rule (see
Chapter 6C) POB transactions issued as lease revenue lionds, all of these POBS
have been Issued under the local agency refunding law (drafted by Orrtck a few
years before for other purposes). California cities and counties do not have specifi<
authority to issue POBs.* However, the local agency refunding law is available (o
all local public entities in California to refund prior bonds oi "odtet evidence of
indebtedness." T\ pension obligation to "he county pension system, die California
Public Employee, Retirement System or other retirement system is memorialized as a
"debenture," thereby liecoming an "evidence ol indebledness." whirh can lie refunded
by POBs under the local agenev refunding law.

* The State ol California enacted specific authority for Stale POBs in 7003,
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llie POBs are typirally structured as obligations payable from tlte general fund
of the rity or county Issuer. Ilicy are not full faith and credit taxing power general
obligation bonds backed by the issuer's taxing power, because the California
Constitutions debt limitation requires such type of bonds to lie approved by two-
thirds of llie electorate Instead. California POBs have generally been designed to
lie valid without voter approval under ajudicially created exception lo tlie State
Constitution debt limitation, which exception is generally referred lo as "obligations
Imposed by law’. See discussion In Section A2 of Chapter 5. Because Otis exception
to the Constitutional debt Until was and is much less developed In llie case law (few
rases not directly on point) than the other twojudicially created exceptions (for
lease financing and revenue bonds) each POB issue In California has heen validated
pursuant to California’s validation statute (Code of Civil Procedure §§860 etsn/.)

While there have heen many validation atlions lor POBs. so far they have all
ended with a default lodgment and no published opinion, meaning that they have
no precedential . 'u > application tn any transaction other than tlte specific
transaction (s) validated

What is validated in such validation linns is not legal principles liul the lionds
and ihe other principal legal documents appioved In a bond resolution. Before tlie
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validation action Is filed. It Is necessary for tlie state or local government Issuer to
Ilist adopt Ihr rrsol'itlon and authorize lire bonds, thr documents and the validation
action. Tlte validation action is filed In the superior court ol tin- county In which (lie
Issuer is located, and an order for publication of summons Is received. Summons
can then be published (usually In a newspaper of general circulation In the city or
rounty In wluch the Issuer Is located), which takes a minimum of 21 days. If no one
answers the complaint by tlie date specified In the summons, which must lie al least
10 days after completion of publication, tiie clerk ran enter a default, and schedule a
hearing betote theJudge for the default Judgment (tlie tinting of which will de[>end
on (lieJurisdiction, and may be a day or two or, In some Jurisdictions at least 15 days
afte' the clerk enters the default).

So assuming tlie very best case, obtaining a validation Judgment lakes a minimum
of 31 to 46 days (depending on dieJurisdiction) afi-r filing tiie validation complaint
0 f course. Issuers are at tlie mercy of thejudge and die clerk, and It sometimes
takes a ive-l or more to get an order for publication of summaons, or longer than
15 days after die clerk enters a default lo schedule the heating In addition, the
judge could lake die matter under submission for an Indefinite amount of time,
or even disagree with the proposed default Judgment, and decline to validate llie
transaction. Once granted, tlie defaultjudgment may be appealed on jurisdictional
grounds within 30 days. Therefore, it Is typically assumed Ihai the validation action
will take approximately 60 days (not including the appeal period). It is generally
considered reasonable to sell tlie POBs without waiting (or the 30 day appeal period
to run. assuming no one lias answered the complaint. liecause Ihe grounds fix ap|x-al
are so narrow, but usually Ihe bond rlosing does not occur until after the apx>al
period lias expired

If someone does answer the complaint, then there is true two party litigation on
die nieiils. Wliilc some expedited procedures arc available, the timing for resolution
of llie litigation cannot tie predicted, and may take many months unless settled or
aliandoned. So far. no one has answered Ihe complaint and default Judgments have
been obtained for every city and county POB Issuer. However, the same was not true
of the State of California, whose validation complaint was answered by the Howard
Jarvis Taxpayers Association, and resulted in a decision on September 23. 2003 bv
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Ihr Sacramento Count) Superior Court declining lo validate tite Starr* proposed
I'0Bs. which derision, .is of tills writing, Is bring appealed by thr Stair

'Dir validation attiom can tmtl usually do validate not only Ilie POBs to lie
issuctj but also any luiurr POBs or refunding POBs. Not ail validation actions
are as Inclusive nr as flexible as llirv could be (some leaving oul future new mone>
or refunding POBs or costs of Issuance or locking tot semiannual Interest payment
dates, etc.). and must br can-fully reviewed before relied on for future POBs or
refunding POBs.

Note, as mentioned in Section A2 of Chaptci 5. dial ilte "obligation, imposed by
law" concept Ihat is generally used - support POBs In California litres not support
reserves Ol capitalized interest because Inclusion of such components In die bond
Issue arc (0051(1011x1 vulllional not mandatory (as evidenced by llie numerous
California POBs Issued without diem) and tlicrefore not "obligations Imposed by
law ' Costs of Issuance, on llie other hand, can lie included on the theory that they
cannot be avoided, i.ic It ahility to include capitalized interest makes acliievtng
rurTen' budget relief mnie challenging (see discussion of structure options In Section
C nf Chapter £). Alternatively, tlie POBs could be Issued as annual appropriation
bonds or asset strip lease revenue bonds (sec* Section A3 and 4 of Chapter 5), which
can include reserves and capitalized interest.
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CHAPTER TEN

Oregon

Stale and local government Issuers In Oregon have been among the most active
users of POBs lo finance Utclr share of unfunded liability to llie Oregon Public
Employees Retirement System POBs are Issued In OreRon either as limited lax
bonds or as revenue lionds

Pilnr to die passage of the Pension Bonding Act In 2001. die City of Portland.
Multnomah County and Josepltine County Issued slgnilicant sized POBS under
Otegon's Uniform Revenue Bond Act. In 2001, die Oregon legislative Assembly
approved die Pension Bonding Act (which Orrick attorneys svere involved in
drafting). Tlie Pension Bonding Art granted audiorit) to "governmental units."
Including cities, counties, school districts, special districts, public corporations and
intergovernmental corporations, to sell full failh and credit obligations for thy
purpose of refinancing pension obligations. POB* vsued under die Pension Bonding
Art are not subject to voter approval or annual appropriation and may lie issued by
local gosemmenls individually or Jointly.

Significant pooled POB issues have been done by Oregon sellout districts,
community rollege districts and local governments In these transactions, the
participants pledge dieir full faidt and credit within ihe limitations of llie Otzgon
Constitution and issue limited lax bonds, payable from available general funds of the
issuer Available general funds include all ad valorem property tax revenues received
from levies under each Issuer's permanent 'ate limit and all other unrestricted taxes,
fees, charges and revenues legally available to pay debt service on the POBs The
Issuers nr" not authorized lo levy additional taxes to pay Ihe POBs
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lit lire (toiler! « Itoil diMiii i and community college district trarvsH tlonv Individual
districts issued limited tax POBs In favor of a bonrl Truwec. which In lurn Issued
obligations lliai represent a ixnpnr(Innate and undivided Interest in anti riglu tu
rrrclvr POB payments puisuant to a Trim Agreement Tlte POBs were furtlier
Vrtired Ny an Inteirept Agreement between tlie Stale Department of Education and
tlte vIkkil disUlrLs and rnmmunllv colleges unrlcr which tlte Trustee was authorized
In intercept s(tecl(Ir education resentlM cxherwIM (tald by tite State to tfie school
districts and community collegia in an amount equal to tlie debt service on each
issuer's POBs. Specific example-, of rrcrntly completed Oregon pooled r'OB Issues
Include S153.582.299.60 Oregon Community College D1 irlris Limited Tax
Pension Obligations. Series 2003 (Federally Taxable); $927.079.763 45 Oregon
School Boards Association Limlled lax Pension Obligations. Series 2003 (Federally
taxable), and $238,743,693.40 (Ttegon Local Governments Limb'd Tax Pension
Obllgaiiuns. S-rins 2002 (Federally Taxable). Each of the pooled transactions have
Irecn enhanced by bond Insurance. By pooling tlicse transartlons. ihe Issueis svere
able to increase the amount of bonds sold, which Increased access to Investors, and
to lower Inlercsl rales and reduce rusts of Issuance.

INVESTORS

OBLIGATIONS

DISTRICT DISTRICT DISTRICT DISTRICT
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Otlicrjurisdiction*. Including lie City of Portland, City of Corvallis, Multnomah
County. Marlon County. Josephine County. Eugene Water and Electric Board and
Portland Community College District have sold POBs on a stand alone bash

As an alternative to Issuing POBs as limiteO tax bonds pursuant lo tlie Pension
Bonding Act as doscilbed above. Issuers have the option to Lssue POBs as revenue
berids pursuant to die Uniform Revenue Bond Act or the Pension Bonding Aci
Tlie Uniform Revenue Bond Act allows municipalities . Issue revenue bonds few
any public purpose secured by designated "revenues * wlilch may Include taxes and
virtually all oilier general and special fund revenues and receipts of die municipalities
The Uniform Revenue Bond Act requires notice and a 60 day referendum period
during which revenue Ixmds are normally subject lo referral to a vole of the electorate
If within the 60-dry period 5% or more of llie voters file petitions requesting a
vole on llie honds. Revenue bonds issued pursuant to tlie Pension Bonding Act aie
exempt from tills requirement.

In a special election on September 16. 2003. Oregon voters appioverl an
amendment to the Oregon Coastitution that authorizes die Stale Treasurer to Issue
POBs as general obligation b nds of the Stale of Ciregon for die purpose of (laying
substantially all of the Stales UAAL. Tlie amendment provides dial the general
obligation of die Siale must contain a direct promise on behalf of Ihe Stale to pay
die principal, premium. If any, and interest on that indebtedness. T he State also
will pledge its full faidi and crec.il and taxing power to pay dial indebtedness;
however, the ad valorem (axing power of the Stale may nol be pledged to pay dial
indebtedness The amount of POB Indebtedness authorized by die amendment that
may tie outstanding al any time cannot exceed 1% of the real market value of all
property In the Slate. Tlie Stale presently expects to issue approximately $2 billion
In POBs and to list lliem on die Luxembourg Slack Exchange in order lo rarilitalr

sales lo European investors.

In 2003. ihe Oregon Legislative Assembly made substantial changes tn Oregon
PFRS. The amouni of litigation surrounding I'FRS In Oregon Is Increasing, and a

PENSION OBLIGATION BONDS

37



numlrcr of r'tallengM to if* legislative changes are pencil egin the count Several
lawsuits have been Hied in dee Oregon Supreme Court and In die fedcr; 1 district
rourl In Oregon seeking cn cave changes lliat were enacted to PERS M(Joined or
declared an unconstitutional Impairment of contract or unconstitutional taking of
property Although tlrese cases are not directly related to any particular bond Issues.
Ilielr outcome could liave far reaching implications with respect to PERS and related

liability.
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CHAPTER ELEVEN

Similar To POBs

Pension obligations are similar to oilier slate and local government nun-bond
obllgadons. which Il may be possible to fund In a manner similar lo POBs. While
this pamphlet Is Intended lo  «r primarily POBs. and diey are the most frequently
used and highly developed of this category, it is useful lo note, at least Iwiefly. dial
dicre may be other appliradons of the same concepts discussed above. Several
examples (nol an cxliaustive list) may Include such other acluarially based Insurante
or benefit obligations as workers compensation, healdi benefits and unemployment
insurance or such non-actuarial jbllgations imposed by law as court rendered
Judgments for damages against die stale or local government and. In California,
county obligations under the Teeter delinquent property tax program
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Return to Regular Formal

Pension obligaton bonds (POBs), the once-arcane debt instrument used to finance unfunded pension
liatMities. have returned with a vengr ince after a brief hiatus, and are again making their mark on the
public finance landscape. A number of conditions have fallen into plare to spark this resurgence, including:

e The rapid growth in unfunded liabilities for public pension funds over the last few years, driven b;
investment losse . benefit enhancements, and greater longevity of pension plan ber.uficiaries;

 The relatively low interest-rate environment, which widens the spreads between the POB interest
costs paid by the issuer/employer and the assumed investment return ra(e of the pension systems,
which makes the economics of the transaction more attractive; and

e The potential cost savings from a POB, as many state and local employers struggle with budgetary
Imbalances and other savings alternatives become scarce.

Because of the confluence of these factors, POBs are back This report details the mechanics of how
POBs work, their history, the special risks unique to this debt instrument, the critical rating factors and

implications, and future prospects.

How POBs Work

While the financial implications of POBs are complex, the actual mechanics are relatively simple.
Generally, the municipal employer will use the findings from the most recent actuarial valuation, or have
a new valuation completed, to determine the pension system's unfunded actuarial accrued liability
(UAAL). Then, it will decide what portion of the UAAL (either all or a pari) will be funded with the POB.
In the 1990s most employers funded the entire UAAL, but for various reasons discussed below, many
now tend to finance less than the full amount. Once the POB is sized and sold, the net proceeds are
placed in the pension trust fund to be commingled with the other funds, and usually invested according
to the existing asset allocation guidelines (see Chart). Thus, the pension fund experiences a rapid
increase in -»ssets resulting ina higher funded ratio (actuarial value of assets divided ,y actuarial
accrued liability). For the POB to generate savings for the employer, the investment e; jrn rate on the
POB proceeds must oe greater than the interest cost of the bonds (and ideally equa. to, or exceed the
pension system's investment return assumption), and the Iar%er the spread betwee | tries™? lo two rates
the better. The employer, as POB issuer and obligor, would then be projected to achieve k wer total
pension contribution and debt service costs than itwould have if ithad not sold the POB.

Pension Obligation Bond Mechanics
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3 Brief History
While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s,
By the end of the decade about $15 billion of POBs had been issued The years 2000 and 2001 were
slow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension fundin% at an
average funded ratios of slightly over 100%, up from only about 80% in 1990. These robust funding
gains were fueled by above-average equity returns during the period and a general shift in the _
Welgfhtlng of public pension assets to this asset class from fixed-income. The corollary to a high funding
level is a lower or nonexistent UA .. Falling funo..ig ratio?. now estimated to be heading towards the
90%, have been exacerbated by a combination of adverso circumstances, some uncontrollable and
some self-inflicted. These factors include the decrease inasset /alues from poor equity returns and the
increase in liabilities from benefit enhancements and demographic changes (for example, members
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, has come on strong
in 2002 and 2003. As in the first wave, California counties have heen leading the pack, and there are a
number of repeat borrowers, but there are also significant new players. The slate of Illinois, which
issued in June of this year, now holds the POB record for sheer size at $10 billion — almost four times
larger than the previous record. Oregon sold a $2 billion issue last fall, and other states that have
recently completed or plan a POB sale include Kansas, Wisconsin, and West Virginia.

B POB Risks
The principal risks to the issuer of a POB all into a number of categories:

Arbitrage (investment return/POB interest cost);
Leverage;

Market risk; and

Political.

POBs are essentially an arbitrage play, the success of which is dependent on the premise that the
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the
POBs and hopefully the assumed investment return rate (generally about 8%) or better each year for
the life of the bonds. If the bonds are sold al an interest cost of 6%. for example, the spread could
generate handsome savings ifthe investment returns goals are met over the life of the bonds. The
F_roblem is that there is no certainty that the average 8% return will be realized over time, and therein
ies the principal risk of ".he POB to the issuer. Ifthetpensmn fund earns 8% or more on the POB
proceeds, then the result will be success by virtue of having to pay lower pension-related costs
%contnbut_lons plus POB interest) than without the POB. Howevor, if the investment reium is less than
the POB interest cost, the transaction becomes a drag on cash flows. Not only will the employer have
the new POB debt service costs but also higher contribution rates attributable to new unfunded
liabilities from under performin? investment returns. If ret, rns are above 6% (as in the example above)
but below 8%. the employer will have increasing contribution rate costs, but itwuuid have had them
even without the FOB. When investment returns are less than the POB interest costs, the POB puts

additional strains on financial operations rather than helping.

While the 1990s produced some impressive investment returns, no pension fund consistently earns 8%
or higher every year in perpetuity; returns vary dramatically and ma% (or may not) average the
investment return assumption or even the POB interest rate cost. The POB paradigm has a goal to
average or beat the 8% investment return assumption over the long-term. With the appropr.ate asset
allocation strategy this goal may be attainable, but market experience over the last several years has
led some to believe that an 8% return assumption may oe loo aggressive.

Another factor in evaluating the success of a PwB is that its ful* effect can only fully be tallied at final
maturity of the bonds. Due to market gyrations, @ FOB may look like a great success for several years,
oreven a decade, only to see investment gains erode, and at maturity are pronounced a failure.
Conversely the exact oPposite may be true, with poor rc-sults in the early years later overcome to
achieve projected benefits in the final analysis.

In any event, we do know that even if projections are r <;» over the life of the POBs, there
will be years with returns that are higher, and some xliat ;«re lower (maybe significantly), than the 8%
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bogey. We do not have to look hack very far to see evidence of such swings: in fiscal 2001 the S&P500
index of domestic equities fell 16%. in 2002 it fell another 19%. but In 2003 it fell only 1.6%. These
market declines hurt issuers with POBs outstanding: most had to pay Increased contribution rates to
cover the new actuarial losses, plus they had the higher debt service costs due to the POB.

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowing for any
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the
Issuer is substituting one type of long-term liability (POB) for another (UAAL), there is a difference. In
most cases, bond debt service is a "harder* obligation than the "softer" contribution payments used to
amortize the UAAL. Bond debt service must be paid in full and on time or the issue falls into default,
with wide ramifications. For certain employers, contribution payments, on the other hand, may be
temporarily deferred or reduced withoui serious negative consequences. Therefore, the size of the POB
relative to the total debt structure of the issuer must be measured interms of what level of debt service
can be managed ifactual future investment returns do not meet the original POB plan projections.

Because POBs generate very large infusions of funds into the pension system compared with the more
steady Investment and reinvestment of interest, dividends, and contributions by the fund, the plan for
mvestln? POB proceeds must be considered. Should the monies be invested according to the existing
asset allocation guidelines, or should POB proceeds have a special allocation strate%y because of
current market conditions or expectations? Ifthe chief investment officer of the fund believes that
international equities, for example, are overvalued, maybe a delay in filling that allocation would be
warranted. On the other hand, in that pension funds are long-term investors, most have stuck with their
traditional allocations for proceeds, eschewing market timing strategies. Whatever the strategy may be,

it should be fully vetted before the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden,
almost like a Trojan horse, within the POB structure. As was mentioned in a feature on this subject,
("Pension Obligation Bonds: Unique Rating Documentation”, RatingsDirect, March. 4. 1999), POBs can
become victims of their own success. For example, ifa POB is issued for the full UAAL, resulting in a
100% funded ratio, and subsequent higher-than-average returns push the ratio to 110% or 120%, there
will ar.se tremendous political pressure to distribute the so-called "excess" funding by increasing
benefits, thus incurring new liabilities. The excess funding touted in the late 1990s turned out to be
illusory. Even systems holstered b}é POBs that did not increase benefits found themselves in under
funded positions foIIowingz the market declines from 2000 to 2003. Those tl ai fell victim to the siren's
song and increased benefits have even lower funding levels. Some pension funding ratios declined to
the extent that the employers' opted to gc Lack to the market to issue POBs for a second time.

a Analysis

The rating process (or POBs basically parallels that of long-term debt with similar security plus with
certain additional analytical "actors pertinent to the POB and pension system. Most POBs Issued to
date have a GO or general fund pledge. Also, a high percentage of ihose sold have been additionall
secured by bond insurance. In Standard & Poor's analysis specific to POBs we focus on the effect o
the bonds on the issuer's debt «'ructure and its ability to meet its obligations. The financial review
includes the impact on both the jalance sheet and the operating statement or cash flows. The status of
the issuer's pension fund on a pro forma basis is also part of the review as with any similar analysis.

From the balance sheet perspective, we look at how the POB fits into the issuer's total debt plan. Does
the POB dramatically alter the issuer's debt profile? We look at total debt with and without the POB so
as not to penalize a POB issuer in comparison to another issuer that might have relatively low debt (and
no POBs) but sizable unfunded pension liabilities. Also, we evaluate the Ievera?e added by the POB.
Does it markedly increase hard, fixed costs (bond debt service) in place of a softer, more discretionary
obligation (pension contributions)? Ifsub par investment returns put upward pressure on contribution
rates w.i they, coupled with the new higher debt service costs due to the POB, put the issuer's budget
under greater strain? The issuer must also be cognizant of the effect the POB issuance may have on
statutory debt limits. Will the POB use up debt capacity that might be needed for other, more pressing

needs?

From a cash flow standpoint, Standard & Poor's reviews projected debt service and contribution costs,
with and without the POB, including the validity of the assumptions including those for POB interest
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costs and pension fund investment returns. How do the projections compare in total and on an annual
basis? The spread between interest costs and investment return gienerates the savings expected from
the transaction. What is the magnitude of annual savings and total presen* value savings? Where (in
what yearsR are the savings taken? Are the savings front-loaded inan attempt to mask budgetary
stress? Will any front-loading lead to higher, unsustainable contribution rates in later years? Do the
potential savings form the POB outweigh the risks involved The analysis of the cash flows is a critical
component to understanding the full impact of the transaction.

As part of the POB analysis we also review the current status of the recipient of bond proceeds — the
pension system itself. What is the statutory relationship between the issuer/employer and fund? How
nave the laws and precedents for making contributions affected funding progress and how do they play
into the POB strateqy? Have funding levels generally been increasing over time? What are the funding

goals and how will the POB impact these objectives?

The pension fund’s general actuarial methods and assumptions also will be reviewed for comparative
purposes. The fund's asset allocation strategy will be studied for consistency with the POB assumptions
and for the general risk profile. An aggressive investment strategy may make the POB objectives more
difficult to achieve on a consistent basis.

3 Rating Implications
Employers looking to help manage their unfunded liabilities through the issuance of a POB should
weigh the pros and cons very carefully. Any applicable risks from the above list should be evaluated.
There should be a clear POB plan with attainable actuarial and investment assumptions and a
conservative structure. Prudent allocation for projected savings over time limits the chances for

problems

Itis possible for POBs to have a negative effect on credit quality, especially in the investment
environment over the last several years or ifthey were structured poorly at the outset. Standard &
Poor's will continue to evaluate POB risks in light of each employer's individual profile at the time of sale
as well as their projected effects over time. POBs may work as planned over the long-term, but short-
term fiscal dislocations resulting from these structures are part of ther baggage.

m Special Rating Documentation Requirements for POBs
The unique nature of POBs requires certain additional documentation not normally requested for other

types ot ratings:

e POB financing plan, including its effect on the overall debt plan;

Projections of UAAL contributions and debt service with and without the POB;

Latest pension fund annual report;

e Most recent actuarial valuation and experience studies of the fund; and

Pension fund's current asset allocation strategy and plan for investing POB proceeds.

Copyright C 1994-2003 Standard & Poor's, a division of The McGraw-Hill Companies.
All'Rights Reserved. Privacy Policy
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State governments have a long history of providing retirement security for their emplryees-and in many
cases certain local government employees-through large, defined benefit pension systems, which,
throughout the 20th century, had been successful in meeting their intended ?oals. However, after state
pension funds reached (heir apex of financial soundness, based on funding levels 'n 2000, they have
since deteriorated-in many cases precipitously-leaving most funds with the problem of managing new,
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

This article provides a brief overview of public pension funds in the U.S., along with the factors leading to
their current status and come of the options available for managing pension liabilities. In addition, the
status of a number of state funds, with a range offundin% levels, and some of the strategies states have
used to address their respective pension situations, will be examined.

1 Historical Background

Defined benefit pension plans, as used hy most states, provide a systematic meihoa for sitting aside
sufficient monies to pay promised retirement benefits to employees in the future. The benefits are
funded bg contributions, usually from both employer and employee, and the investment income derived
from such contributions. Most states have two principal funds: one for state employees, and possibly
certain local government employees, called public employee retirement systems, and one for teachers,
referred to as state teachers' retirement systems. Some have one, monolithic system for all government
employees (state and local), while others have multipie systems for individual job specialties, such as

judges and safety officers.

Public pension funds inthe U.S., of which tlie lion's share of assets belong to state funds, have come a
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting v/ith
little or no 3ssets to offset liabilities, and some initially operatin? 0N a pay-as-you-go-basis, pension
funds gradually improved their funding ratios gactuarlal_value of assets divided by actuarial accrued
|Iabl|lty% to the 50'/0 level in the mid-1970s, and further io around 80% by 1990. Early cn. pension assets
were Invested largely, if not exclusively, in fixed income invessnems. Gradually, investment strategies
became more diversified, howaver, and by the end of the 1990s public funds had increased their
allocations to equities and other higher yielding asset classes s:gnificantly. This shift In allocations
coincided with, and to some exienlwas fueled by, the bull markets in domestic equities that lasted from
the early 1980s through fiscal 2000. At June 30 (the fiscal yeai-end for most public pension fundsa,
2000, the average funding ratio for all U.S. public funds was slightly above 100%, arid was oven higher

for state funds.

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as
dark clouds soon began to appear Trends that wouid adversely affect actuarial balance impacted both
liabilities and assets. Liabilities were being inflated not only by normal growth and inflationary pressures
but also by overt changes in benefits and actuarial assumptions. The late 1990s saw a number of
improvements to pension benefits, which automatically boosted liabilities, and the actuarial
consequences of many of these changes really kicked in aher 2000 due to the normal delayed reaction
in contribution increases. Demographic and lifestyle trends--along with the resultant assumption
changes, such as retirees living longer (a%;lobal phenomenon) and more employees taking early
retirement-had a similar, expansionary -effect on liabilities. However, the biggest component in the
steep decline in fundin(% levels from fiscals 2001 to 2003 came from the asset side, and was caused b
the bottom falling out of the domestic equity markets. The investment return assumption requirement for
most public funds to maintain actuarial balance, about 8%, could not be sustained when the average
allocation to domestic equities stood at 4C%-50% and the annual returns of the S&P 500 Index were
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negative 13%. negative 19%. and positive 2% in fLcals 20G1, 2092. and 20G3. respectively. The net
result wns that, by June 30, 2003 average funding ratios fov state funds had fallen from an average
overfunded level in 2000 to an estimated 80%-90% in jus' three short years. While the S&P 500 saw a
17% gam «t nscai y°ar-end June 30, 2G04, public pension fund actuarial results, on average for the
?/ear, will not report ma#o. funding gains due tc the effects of Jne actunrial smoothing of gains and

0sses over a period of years used hy mest. With five-year smoothing, for example, a fund in fiscal 2004
would still be accounting for a portion of the losses (or gains) from the prior four years.

a Alternatives to Improve Funding

The range of onions to fixa pension mismatch ot assets and liablities is relatively narrow, and almost
al’ ere difficult to implement due lo Ie%al, economic or political impediments. Corrective measures
shouid ad to stop or slow pension liability growth or grow assets, cr.boih. From a liability standpoint,
most states have constitutional or statutorr pension oenefit protections that preclude any reductions in
benefits already promised to existing emF oyees. One; way oround these restrictions is to dose off the
current benefit to new employees and offer new employees a reduced level of benefits. This tactic of
creating a new tier of benefits has been used by a number cf funds to reduce liability growth.
Completely closing existing plans and creating new, less generous defined benefit olans, and even new

defined contribution plans, is another option.

Changing actuarial assumptions to reduce labilities has been used in the past; the current demographic
and economic realities re'ateo to ths major variables, however, make these options difficult. The raising
of the actuarial investment return assumption lo 8.25% fror 8.00%, tor example, would automatical
lower actuaria! liabilities, all other assumptions being equal. However, the investment experience over
tne past three or four years and current expectations would tend to preclude such a change at this time.

The princioal options to improve pension halance by increasing assets fall into three main categories:

e The pension fund may *lter its asset allocation stratogy tc enhance investment returns;

> The pension fund sponsor may sell persion obligation bonds (POBs), placing tne proceeds in
the pension trust and thus reducing or eliminating the unfunded actuarial accrued Iiability
(AAL); and

*Annual contribution rates for sponsors or employees may be increased.

Pension funds inthe U S ,as major global investors with more than $2 trillion in assets, have developed
sophisticated asset allocation plans over the years, and, with access to professional asset managers,
attempt to maximize leturns within their prescribed tolerance for risk. For an individual fund to
dramatically enhance yields by altering its aliocaticns, there would most likely need to be a sea change
in thinking about the fund's view of risk. Minor tweakin? ol strategies is a more regular occurrence as
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset
classes, but major strategy changes leading to markedly improved results are rare

Some states, as sponsors, have op'ed to pursue the P03 route to significantly boost assets in one bold
move, while .. *he same time taking advantage cf the projected lower carrying charges this vehicle
offers lo a sponsci. (Fcr further informafion, ser report titled "Pension Obligation Bonds Are Surgin?
After Brief Hiatus," published Jan. 20. 2004. on RatingsDirect). While no panacea, POBs are basically
an arbitrage play based on the premise that, as a resiJt of the bond proceeds being invested at an
expected y'e'd abo''e the cost of the bonds, net savings will be achieved by the sponsor over the life of
the bonds. In other words, after the issuance of the POB, combined debt service plus pension
contribution costs will be lower than they would have been w nuta POB. The success of this formula
depends rn the realization of a certain investment return, whicn is in no way guaranteed. Whether a
POB succeeds or fails cannot fully be evaluated until tne finai maturity of ihe bond, and it is a given that
some years will be winners and others losers. The bad years may add short-term fiscal stress to the
POB issuer (pension sponoor), which could be significant based on the amount of leverage ihe POB
exerts. With most POBSs having been issued over the ﬁast 10 years or so, it would be premature to
pronounce them an unqualified success (or failure). The best that can be said to date Is that POB
results have been mixeJ, with some having met or exceeded expectations while others have come up
short based largely on the vicissitudes of market timing.

unfunded liabilities, is to simply increase annual contrib ution rates. Indeed, a maéor principle of an
actuarially funded defined benefit plan is thai, ifassets and liabilities become unbalanced, increasing

The last major option for increasing assets, and the most common alternative used to manage new,



(or decreasing iftlvj system is overfunded) contributions will bring the system back into balance.
Sometimes employee contributions ore increased, hut usually it is the sponsor that steps ug to the
p'ate: the investment risk 0" a public defined benefit pian and the burden to make good on benefit
promises are ultimately the responsibilities of the sponsor. Thus, the principal byproduct of the current
state pension ‘unding crisis has bean increasing contribution costs coming at a time when states, in
recent years. ha'*e bean squeezed by weak -avenues and burgeoning expenses, including security and

health care cost pressures.

How Are Some States Managing Their Pension Liabilities?

Arizona.
The Arizona State Retirement System, a muItiEIe—emponer defined benefit plan, provides pension

benefits foremployees of the state, political subdivision*, and public schools, with more than 500
employers anc 222,000 active members. The system's funded ratio fell to 98.4% at June 30, 2003,
after a decade of more than 100% funding. As reported inthe June 30, 2003, actuarial valuation, the
major contributor to this decline was investment losses for the year that resulted ina decrease in the
actuarial value of assets by $1.2 billion. In November 2002, the state retirement system board
removed the requirement that actuarial assets be within 20% of market value, and changed the
period for recognizing investment gains or losses to 10 years frc ~ ve years. At June 30, 2003, *he
system’s market value of assets (%18.1 billion) was 77% of actu value. The 2003 actuarial
valuation developed hypothetical contribution rates for both employees and employers (odd-year
calculations are not actually implemented; of 6.95% each, compared with 1.92% each in 2001.

California.
California has two ‘arge state pension funds: one for state and certain local employees--California

Public Employees’Retirement System (CalPERS)--with assets exceeding $170 billion; and the other
for leachers-California Stare Teachers' Retirement System (CalSTRS)-with more than $115 billion
in assets. These systems have been exFeriencing some of the same pressures as pension funds in
other sui-.es, and have experienced declines in funding levels. For example, the funded ratio for the
state member category of CalPERS had failen to 84% as of June 30, 2003, compared with 111% in
2000. State contributions to Ca'PERS for its emf)loyees, as actuarially deizrmined, have risen from
$160 million in fiscal 20C1 to $2.2 biliion in fiscal 2004. In the same vein trv, funded ratio for the
CalSTRS defined benefit plan fell from 11C% in 2COC to 82% in 2003. However, total amounts
contributed to CalSTRS by members, employers, arid lhe state, as set by statute, increased just

10% during the same period.

A numoer of changes for both pension systems have oeen proposed over the last year. In relation to
CalPERS, tht state's 2005 budget included certain pension reforms, such as a two-year delay of
contributions into CalPERS from new miscellaneous and industrial employees, thus obviating the
staia’s obligation to make contributions on their behalf over that period. A $900 million POB was
propose;), the proceeds of which would be used to pay a portion of the current contribution payment
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the POBs is being sought. The 2005 state budget also included proposals to
increase emolcyee contribution rates and iower benefits or new employees tc pre-1999 levels.

In December 2004, CalSTRS proposed a .lumber of options to help address the funding deficiencg
in its defined benefit nlan. At June 30, 2003, the system’s unfunded actuarial obligation totaled $23.1
billion. The first option was for the state to issue a POB to pay down the entire liability. Other options
included u change :nihe amortization period of the unfunded liability and a number of changes to
how benefit are calculated. One option that could have a large eftect on the amortization cost is to
eliminate the 2% benefit adjustment. Several alternatives included increases in contribution rates by

all three contribution bases: members, employers, and the siate.

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental
benefit maintenance account, although it did make the required payment lo the system's defined
benefit program. The state paid $59 million of the 5559 million required supplemental benefit
maintenance account amount. In October 2003, CalSTRS filed suit in Uacramento County Superior
Cuurt to have the $500 million payment restured. The state is currently defending the action.

Of late, proposals to replace the two California siate defined benefit plans with defined contribution
plans, anti to eliminate state contributions to CalSTRS, have been actively debated.



Florida.
The Florida Retirement System was created in 1970. The system was created to provide a defined

benefit pension plan for particifation employees. The plan is administered by the state division of
retirement inthe department of management services. Participation by loccl governments in the
state is optional, but is generally irrevocable once the government opts to participate in the plan.
Currently there are 866 participating employers and 956,875 individual participants. Of the total
participants, 23.5% are retirees and beneficiaries. Contrary to tiends for most other states, the
actuarial value of asset? in tne system has consistently exceeded the actuarial accrued liabilities in
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118%
in fiscal 2000. Investment performance in fiscal 2004 was strong, with a return of 16.6% compared
with the 7.75% assumed rate of return. The actuarial value of assets at July 1, 2004, was $106.7
billion. The solid asset position of the Florida Retirement System has provided budget relief in the
iorm of lower contribution requirements for the state and participating loccl governments.

[linois.
llinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants,

including public employees, teachers, university personnel, and judges. Bv 2003, the funded ratio of
the Illinois funds ranked near the bottom compared with other states in the U.S. Contributing to the
$26.9 billion increase in unfunded liabilities from 2000 to 2003 were:

« Contribution shortfalls ($4.8 billion of the total),
* Investment losses ($14.1 billion), and
« Benefit improvements ($3.3 billion).

Adding to the state’s pension woes is a 2002 early retirement incentive plan for state empIO%ees,
which resulted in a liability that, at $2 j billion, was quadruple the original estimate. Part of the
variance was due to a much larger .lumber of employees (11,032) taking part in the Frogiram than
originally projected (7,215). Due to the requirement of a 10-year amortization of this liability, the early
retirement program contribution for 2005 is $382 million, compared with the originally projected $70

million.

In 2003, the state sold a $10 billion POB, the largest on record, using the proceeds to fund a portion
of the UAAL ($8.1 billion) and to pay ($1.9 biIIiong the state's current pension contribution for tiscals
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage
points. At the end of fiscal 2003, the funded ratio for the combined systems was 57% (after giving
effect to the POB), and the UAAL was $35.8 hillion.

New York State.

The New York State comptroller is the sole trustee of the state's common retirement fund, which
includes all assets of the New York State Retirement System. Members of the system ;.re typically
employees of New York State or employees of municipalities in the state (excluding New York City).
As of March 31. 2004, there were 2,985 participating %overnment emfloyers in the system. The
overall membership in the system exceeds 970,000; this includes 641,721 members and 328,357
retirees and beneficiaries. Overall, membership has expanded continuously, but the growth from
retirees has been most significant. Retirees now make up 34% of the system's members, compared
with 26% in 1990. Benefit payments continue to rise, reflecting improvements in final average
salaries, cost of living adjustments, and benefit improvements. The increased benefit payments,
coupled with the performance of the stock market after 2000, have required significant employer
contribution increases, with significant increases forecasted for the next two years as well. At March
31, 2004, about 63% of the pension system assets were invested in various stocks. For the largest
component in the system-tne New York State and Local Employees' Retirement System-employer
contributions had averagied 1.75% from fiscals 1996 through 2003. Contributions wi!" increase in
fiscal 2004 to 5.9%, totaling $1.2 billion. This rate is projected to more than double in fiscal 2005 to
12.9%, or a $2.6 billion contribution, followed by an estimated 11.4% contribution rate in fiscal 2006.
Similar increases are forecasted in the New York State and Locai Police and Fire Retirement
System (PFRS) for fiscal 2004. The contribution rates for fiscals 2005 and 2006 are projected to be
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively. These contribution
increases have been, and will continue to be, a significant source of budget pressure for the state
and its local governments. The legislature has allowed a portion of the increase to be funded with
the issuance of oonds or a loan from the state comFtroIIer. For governments that choose this option,
fixed costs to service oension contributions will include an interest component, with the fixed costs
extended for uo to 10 years. The system uses the aggregate actuarial funding method, which does



not identify or separately amortize unfunded actuarial liabilities. Due to the use of this funding
method, there is no disclosure or schedule provided on funding progress.

Oregon.
Oregon has historically delivered pension benefits for state and local employees through a single

system called the Oregon PuNic Employees Retirement System (OPERS). After experiencing
relatively high funding levels through the 1990s, the UAAL of OPERS at Dec. 31, 2001, was
estimated at $9.7 billion, almost three times the prior year. With 2002 investment losses, this figure
was estimated to be almost $15 billion—of which about one-third was the state’s share. Contributing
factors to the increase in UAAL included some of the usual suspects: benefit increases in the late
1990s and poor investment returns, in addition, under the plan, tier-one members were guaranteed
a minimum 8% on their regular account assets regardless of actual investment returns earned by the
system, and in 2001 and 2002, like most other funds, the system genera! ;d negative returns.

In 2003, the state in.bated a number of reforms to OPERS, including:

Modernizing the mortality tables and requiring regular updates;
Shifting future employee contributions to a defined contribution plan;
Converting the annual 8% guaranteed rate of return to an assumed 8% to be received over

the length of members' service;
e Temporarily suspending future cost of living increases for retirees in certain instances; and

Creating a new, more inde<-  ont, retirement system hoard,

In additi n, for new employees hired after Aug. 29, 2003, the state created a new retirement plan
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined
contribution cor ponents. Employer contributions fund the defined benefit plan, and employee

contributions fund the defined contribution plan.

The legislative changes to OPERS resulted in ar. estimated reduction in the state's UAAL to $2.2
billion from $4.6 billion. Anumber of lawsuits have heen filed challenging some of the OPERS
changes. The state intends to continue to defend the challenges. In October 2003, the state sold $2
billion of GO POBs to further reducn its UAAL. The preliminary results of the OPERS 2003 actuarial
valuation reported the pension system’s funded ratio at about 97%. Employer contribution rates
under the valuation showed an increase to 18.27% from 9.96%.

W est Virginia.
The West Virginia Teachers' Retirement System (TRS) is a multiple-employer, defined benefit plan
for 55 county school systems, certain state higher education employees, and the state boards of
education and higher education. The state provides substantially all funding for ihe system. TRS has
occupied the _jttom rung among state plans in terms of funded ratios fur some time. As of July 1,
2003, the funded ratio was 19%, and the UAAL was $5.1 biliion. The state supreme court has ruled
that the UAAL of TRS is a uublic debt, and has required the state to fund TRS in an actuarially
sound manner. This requirement entails the elimination of the UAAL over a 40-year period beginning
July 1, 1934, enabling TRS to meet cash flow requirements to fulfill future obligations to members.

While fora number of years West Virginia has attempted to clear the way to issue a POB to hello
lower or eliminate the UAAL in TRS and other state funds, its efforts have been blocked by lega
issues, including the requirement for voter approval. If bonding is not an option, the state may have
to pursue other avenues to cure its pension ills.

m Looking Ahead

States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems.
Tne common theme lies in developing strategies to manage increasing contribution rates at a time
when other demands are conspiring to break the budget: growing health care, education, and security
costs toname a few. Options to reduce pension liabilities or even slow their growth, and thus moderate
contribution rates, are few and usually difficult lo bring to fruition. Even with adequate investment

, returns, the pension funding problem will be inthe forefront for at least a few more years, and possibly

N*much longer ifthe markets don't cooperate. As if pension liabilities were not enough to handle, slates
and other governments will soon have to deal with funding issues related to liabilities from Other
Postemployment Benefits (OPEB)-largely retiree health care costs. The GASB has established new
accounting rules for reporting on OPEB liabilities. (For further information, see report titled "Reporting &



Credit Implications of GASB 45 Statement on Other Postemployment Benefits,” published Dec. 1, 2004,
fon RatirigsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable
future. —  mmmmmmmmeeeee—- "
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What do the volatility in equity prices and the decline in market indices over the past year crtwo mean for
the security ofpublic pension investments and, further, what is their effect on the strategy, used by a
numberofgovernmental pension sponsors over the last decade, of selling pension obligation bonds to fund
the unfunded liability oftheir pension funds? Specifically, given the current and expected market
conditions, was the POB str tegy a good idea and, if so, does it still have validity, and does this technique
represent a viable opportunity for governmental sponsors who may find themselves wrestling with
unfunded liabilities a; aresult of the declines in equity performance?

Brief History

While a few POBs were done in the 1980s, they really came into their own in the 1990s with more than $ 10
billion being sold. Over the last two years, only a few, relatively small, POBs have been floated. The
average principal amount for POBs ranged from S100 million to 5300 million with a few exceeding SI
billion or more. Most POBs issued to date have been general obligation or general fund secured,

capitalizing on the credit quality of the pension system’s sponsor.

The POB Experience Through 2000

With this kind o f debt instrument, timing is very importantand issuers of POBs in the early- to mid-1990s
could not have had better timing. W hile public pension funds during the 1990s were boosting their average
allocations in domestic equities from 33% to almost 50%, the returns on this asset class were sustained at
levels well above the historical experience. The average annual increase in the S&P 500 index for the 10
fiscal years ended June 30,2000 (most public pension funds have June fiscal years), was almost 16%,
compared to a historical average ofabout 10%. The five-year total portfolio return for public funds has
averaged more than 13%. These performances should be viewed in the context of average investment

return assumptions for public pension systems ofonly about 8%.

Following the issuance o fl0 B s to increase the funding status or to fully fund a system, this excess return
phenomenon could easily result in funded ratios greatly exceeding 100%. However, in Lhat actuarially
funded pension systems tend to be self-balancing, this overfunding unbalance would have heen corrected
by actions taken to affect either the pension fund's assets or liabilities, or both. In these circumstances,
pension fund sponsors would, upon the recommendation oftheir actuaries, decrease or temporarily
eliminate pension contributions (contribution holiday), thus slowing the growth of assets. On the liability
side, some sponsors made the decision to improve employee benefits, instantly increased liabilities bul also
balancing overfunding. Regardless ofhow the "problem" of overfunding was managed by sponsors or
pension funds that used POBs prior lo fiscal 2000, POBs produceJ as promised, an economic benefit and

in most cases it was substantial.



2001: Harbinger of Tough Times for POBs?

For the fiscal year ended June 30.2001, the SAP 500 declined 15.8% (.and fell a further 15% in the next
quarter), which was its worst performance since fiscal 1982. This fiscal 2001 result followed the below-
avcrage performance ofpositive 6% for fiscal 2000. Following two decades ofabove-average equity
returns, itis probable that these returns will approach the historical pattern going forward.

W hile along-term environment of weak investment returns will lower pension funding levels, it may be
premature for issuers of POBs and pension funds in general to adjust investment expectations based on the
most recent results. As more data become available, if it is apparent that a trend is developing, some
reective changes made be needed Regardless ofthe causes, any investment underperformance over an
extended period oftime will lead to actuarial losses and new unfunded liabilities, resulting in the need to
increase contribution rates to bring the systems b*ck into balance It should be keptin mind that such a
need would be in sharp contrast to recent years, when \ decrease in the needed contribution rates actualy
provided budgetary flexibility for fund sponsors. Many funds now use smoothing methods for actuarial
purposes in valuing assets to spread investment gains and losses over up to five years. This practice would
temper the effects of the fiscals 2000 and 2001 investment return experieikKe. With five-year smoothing, for
example, only 20% ofthe fiscal 2001 losses would be included in the June 30, 2001 valuation, which

would still be taking into account prior year gains as far back as 1997.

No matter how sponsors who utilize a POB strategy choose to manage theiractuarial gains from the excess
investment returns following PO B sales Gower contributions or increased benefits), most are likely still
fully funded, albeit with alower cushion. In a long-term lowe: return environment with declining funding
levels, those systems that have taker the bulk o f their excess funding out oftheir POB structure may see

trouble ahead.

Forexample, say a state sold POBs in 1985 with a 30-ycar amortization to fully fund itsretirement system
and had average annual investmentreturns of 12% against its investment assumption of 8%. Howrever,
instead ofpermitting the natural increase in the funded ratio that these conditions would have caused, the
state managed its funding ratio, through contribution holidays and benefit improvements, to maintain the
ratio ata:iund 100%. If we are in fact heading into a lower return period (the average annual increase in
the S&P 500 for the 16 years from 1966 to 1982 was a meager 2.7%, for example), the state may have
already reaped all its gains from the transaction structure and be headed for losses. If actuarial losses start
to be incurred, contributions will have to increase. If returns fall below the interest cost on its POB that will
mean that the POB will have become a net financial drain, ifinvestment yields fall below POB interest
cost, total debt service, including that on the PO B, plus normal and new unfunded actuarial accmed liability
(due to low returns) contributions, will now be higher than if the POB had not been sold. Tojudge the full
effect ofaPOB, however, any future losses have to be weighed against prior period gains. With aPOB, its
ultimate success, or failure, can only bejuc_,ed at its final maturity is approached The financial dynamics
may be a winning formula for 25 years, for example, and then a losing one in the last five years (or vice

versa).

POBi Going Forward

Standard & Poor's factors the effects of a pension obligation bond strategy into the long-term rating o f the
sponsor. Standard &Poor's hasviewed POBs as a strategy for savings on canying charges as long as the
transaction was structured conservatively and the assumptions were reasonable and attainable. This requires
aclear financing plan including reasonable assumptions and manageable leverage. Prudent expectations for
investment returns and the cautious use of resultant savings help insure aPOB's success. Another positive
factor fora POB is, of course, to be fortunate enough to sell the bonds in a low interest rate environment,
thereby increasing the spread between interest costs and investment return expectations and lowering the
risk of undcrperformance. The long-term expectations for investment returns have not yet changed because
ofthe recent return expenence or current economic and political conditions and public funds will rely on
diversification ofinvestments lo maintain necessary total returns. Thus, a sound POB plan today should be
asviable asitwas 10 years ago. The 2000 Public Pension Coordinating Council Survey of St: te and Local
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Public pension plan costs are becoming a bigger drain on U.S. state and local
government resources. Many state and local governments have been hit particularly
hard in the past several years as they struggle with their worst deficits in decades.

While current government employees watch their pension and other post-retirement
benefit contributions rise sharply, a growing number of retired employees are becoming

concerned about the future of their own pensions.

As the various gove[nmentalfjurisd.ictipns decide how they will raise the money needed
to fund these mounting benefit obligations, and how to *arget the root cause of the
funding gap, Standard & Poor's Ratings Services is taking a closer look at pension and
other post-employment benefits (OPEB) issues. This article examines the credit
implications of pension benefit and OPEB obligations and how accountants are revisiting
the way municipalities can best reflect the true benefit obligations.

mCredit Implications
When Standard & Poor's credit analysts determine the credit implications of public
pension obllﬂatlons, they look at these liabilities in the light of an employers total debt
structure with an eye tor what the consequences may be on the employer's ability to
pay debt service in meeting these benefit obligations.

“We wantto have a reasonably current accounting ol the retirement system's funding
status, and an understanding of hew the employer plans to mana.?.e. these liabilities,"
said Standard & Poofs credit analyst Parry Young. "Pension liabilities help shape an
employers credit profile, and the maginltu e of the current challenge for some could
contribute to ratmﬁ downgrades. While some previously well-funded plans are in a
better position to handle the new liabilities driven by poor investment returns and
benefit enhancements, most plans and thaiesponsors are between a rock and a hard

place,” Mr. Young said

Other than facing the music and increasing contributions, the options for employers
with increased unfunded liabilities to make significant funding Progre_ss are verr
limited On the liability side of the ledger, reducing benefit levels, which would lower

liahilities, is very difficult to accomplish and frequently constitutionally prohibited.

For example, inthe state of Oregon’s rehrernent system, member accounts were
credited with a minimum 8% annual return even ifthe fund's market gains fell below
that level. The state is trying to reform this and certain other features of the system,
which would reduce the system's total liability by billions of dollars. These changes
would be tested in the courts.

Changinﬁ actuarial assumptions could also result in decreased liabilities; however, the
trends affecting some of the major assumptions are going in the wrong direction. For
exam,ole, with employees generally living longer, demographic assumption changes
usually serve only to increase liabilities Some sponsors have delayed the
implementation of updated mortality tables, but this only delays the inevitable impact

on liabilities.

On the asset side, because of the weak investment performance over the last several
years, the upside potential 'or higher investment return assumptions is rather slim.
The only recent changes to investment return assumptions have been downward

adjustments, which again increases liabilities,

Another option for states is to defer or adjust contributions In many cases, however,
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tl.e states must make the full payment. Partial payments may be possible in any one
year, but anywhere from 70% to 90% of employers generally make the full aduanally
required contribution. Illinois has a continuing appropriation: once the actuary decides
on the rate, the state has to make that contribution. In several California counties, if
the board of supervisors does not make the contribution set by the actuary, the
county's independently elected auditor must take available county funds and place

them inthe pension trust fund.

“Ifs a pretty* strong mechanism." Mr. Young said. “Omitting or reducin(f contributions
mag be a short-term budgetary fix, but it does not solve the unfunded liability

problem.”

mThe Pension Obligation Bond Solution
Another solution to funding pensions is for states to issue pension obligation bonds
(POBs), the proceeds of which are used to fund the plan and reduce the liability.

“But you are left with a bond on your balance sheet,” Mr. Young said. "The primary
risk is that you do not achieve a high enough investment return to cover the POB debt
service cost or the actuarial investment return assumption, in which case the shortfall
results in new unfunded liabilities. Under this scenario, which has been the experience
over the past several years, POB issuers are incurring new unfunded liabilities, and
higher contribution rates related to that, on top of the additional expense of POB debt

service," he added.

Over the Iong-term, a POB might still be a workable solution, but in the short-term,
they may add to fiscal stress, according to Mr. Young. A number of California issuers
that issued POBs inthe 1990s experienced poo: returns, enhanced benefits, and
adverse legal decisions, have reached reduced funding levels to the point where they
are issuing POBs a[qam._Hundre_ds of millions of POBs have been sold since Ma
2002, mainly by California counties, along with more than $15 billion during the £990s.
Several large POB issues are planned or have been completed, including one by

llinois for $10 billion.

mThe Evolution of Pension Accounting

Pension accounting has been dormant for many years, but the weak economic
conditions are bringing itto light again, according to Standard & Poor's Chief
Accountant Nen Bukspan. Worldwide, accounting standard setters, including the
Government Accounting Standards Board (GASB), the U.S. Financial Accountants
Standards Board, the International Accounting Standards Board (IASB), and the UK.
Accounting Standards Board have all announced, or are in the process of declaring
numerous standard-setting activities related to accounting for pension and OPEBs,

including changes to the required disclosures

For example, the IASB will decide whether "smoothing." a feature that makes it appear
that a company is experiencing gains when they are actua'ly recording losses, is
acceptable By 2005, all EU-listed companies are required to adopt International
Accounting Standards, and expected to reflect pension and OPEB obligations and

related assets.

The recently issued GASB OPEB ExFosure is important because OPEB liahilities
previously were not required to be reflected as an obligation by governmental equity.
However, once the exposure draft is finalized, accounting for OPEBs will substantially
conform to the accounting for pensions Pension and OPEB obligations are difficult for
analysts to monitor due to the inherent uncertainties associated with the estimation
process, the complexity and inconsistency of the applicable accounting models, and
the lack of sufficiently robust and timely disclosures

To complicate matters, employers use an assortment of plans, defined ber, fit,
defined contributions, insurance contracts, pay-as;you-Po, single-employer and
multiple-employer arrangements, or any combination of these programs.

The funding requirements also change; the government dictates some and local
fundlng regulators dictate others. "Many times the actual funding to qPIan could
exceed the minimum funding rules, and different jurisdictions have difterent objectives
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when establishing the minimum funding requirements.” Mr Bukspan said

Unlike pensions, OPEBs are generally funded on a pay-as-you-go basis, which has a
cash stream that is very different from a pre-funding cash stream. However, cash
outlays, even in a pay-as-you-go program, can become extensive, particularly

because of early retirement and downsizing.

Due to the changin% economic circumstances, sponsors are revisiting their pension
assumptions, curtailing benefits in many circumstances, and revisitiné; funding needs
and policies There are near-term liquidity implications, as evidenced by pension
obligation bond issuance, sale of noncore assetu, and contributions of noncore assets

to the pension plans,” said Mr Bukspan.,

Although plan surpluses may be beneficial from a credit perspective, the){]cann.ot be
viewed as cash eguwalents, since the employer's practical ability to tap them directly

is generally limited.

In its analysis, Standard & Poor's considers the ability of an entity to actually use the
surplus, whether or not it is reflected in its financial statements. Depending on the
local laws, when a surplus exists, the employer can curtail contributions, or may use a
portion of the surplus to fund other benefits. An employer may also be able to enrich
pension benefits In lieu of wcge increases and fund downsizing through early

retirement programs.

For public pension funds, any "excess" funding advantages Howto a sponsor through
the pension contribution mechanism in the form of lower or temporarily omitted future
contributions ("contribution holidays"). Laws and regulations do not allow sponsors to
directly remove such excess funds from a pension trust fund.

mThe Future of Public Pension Plan Scrutiny

For Standard & Poor's, the challenge is — as it always has been — to collect the most

accurate information possible about the potential implications of a bei.efit plan on the
entity's financial position and cash flow to understand the potential exposure involved.
Standard & Poor’s will be paying close attention to actual and potential liabilities and
cash flow requirements of state and local governments arising from pension and other

post-employment benefits

By Will Siss

Copyright C 1994-2004 Standard A Poor*, a division of The — i i
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February 25, 2075

Representative Mike Hawker

Alaska State Legislature
State Capitol
Juneau, AK 99801-1182

Re: Pension Obligation Bond (POB) Analysisfor PERS/TRS

Dear Representative Hawker:

As we discussed at our last meeting in Juneau, wc arc pleased to present you with our analysis of several options
available to the State to improve the financial condition of PERS and TRS. We at UBS would welcome the

opportunity to work with you in crafting the most appropriate strategy to accomplish this goal, including the use of
pension obligation bonds (POBs) as a low-cost funding mechanism. Assuming a POB issuefor the total unfunded

liability (UAAL) ofapproximately iS.O billion, this transaction wouldgenerate in excess ofSl. 6 billion o fexpected
present value savings to the State. The State may also determine that issuing a POB for only a portion of its unfunded

liability is the most appropriate funding strategy.

UBS is the leading underwriter of POBs nationally and our pension financing team has worked with numerous states
and municipalities in evaluating the impact of various strategies to improve the financial health of their public pension
systems. UBS believes that POBs should be viewed as one of several tools that the State should utilize in managing its
current UAAL T7e use of multiple strategies, including POBs, is particularly important for the State since a material
portion of the UAAL is due to post-employment healthcare benefits. As you arc aware, the combination ofa growing
UAAL and increasing State contributions to pay down this deficit will have a significantly negative impact on the
Slate’s General Fund over the next several fiscal years (and beyond). According to a report by the Division of
Retirement and Benefits dated November 3, 2004, the State will face an increase in its contributions of over

$108 million in FYO06 alone. POBs can not only provide significant expected savings, but also a mechanism to
mitigate the negative budgetary impact of paying down the UAAL over the next several fiscal years.

The attached materials arc meant to serve as a reference guide for you, and they include our analysis ofa POB
opportunity for the State as well as published research reports by rating agencies and independent third parties on the
benefits and risks of POBs. Clearly, POBs are not a panacea for the challenges of ensuring adequate contribution
rates, prudent portfolio management ar | even overall system oversight. However, given current market conditions,
POBs may offer the State an exceptionally compelling opportunity to more efficiently fund its pension system as well
as manage the required future contribution rate increases to bring PERS/TRS to more appropriate funding levels.

Again, UBS would welcome the opportunity to discuss POBs and other options available to the State as it looks to

address these very important issues.

Sincerely,
James Ziglar, Sr. John Costagliola Robert Doherty
Managing Director Managing Director Managing Director

cc: Senator Therriault
Senator Stedman

UBSHredial Svice* Inc. Prasubsidiary of LBS AG
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State of Alaska

Executive Summary
Current Funding Status ofPERS and TRS

m The combined total unfunded liability (UAAL) of the Public Employees’ Retirement System
(PERS) and the Teachers’ Retirement System (TRS) is nearly $5.0 billion as of June 30, 2003

m Unlike most other states, Alaska’s UAAL includes liabilities for unfunded pension benefits as
well as unfunded post-employment healthcare benefits Chealth benefits’™)

Funding Status PERS TRS Total

UAAL for Pension Benefits $ (1,356,740) $ 438,685 $ (919,055)
UAAL for Health Benefits 4,231,112 1,644,639 5,875,751
Total UAAL 2,874,372 2,083,324 4,957,696

Source. Actual ial Valuation Reportsfor PERSand TRSas ofJune 30, 2003 (S in thousands).

m PERS and TRS also have in excess of $445 million of total unrecognized investment losses that
are scheduled to be recognized over the next four years

m The UAAL and any recognized investment losses are paid down over a 25-year period and accrue
yearly interest charges at a rate of 8.25%

m The cost of paying down this UAAL will have a significant near-term impact on the State’s
General Fund in terms of increased contributions over the next several fiscal years (and
beyond) — areport by the Division of Retirement and Benefits dated November 3, 2004
estimates an additional contribution increase of $108 million in FYO6 alone

& I1IBS



State of Alaska

Executive Summary
Post-Employment Healthcare Benefits

m Rising healthcare costs represent a real and growing threat to the financial condition of PERS and
TRS, and by extension to the retirement security of the State’s retirees

m Including the cost of health benefits, PERS is 72.8% funded and TRS is 64.3% funded

m Excluding the cost of health benefits, PERS is 121.4% funded anu TRS is 89.5% funded

Funding Ratio PERS TRS
Pension Benefits 121.4% 89.5%
Total Benefits (Pension + Health) 72.8 64.3

Source: ictuarial Valuc'ion Reportsjor PERS and TRSas ofJune 30, 2003.

m GASB Statement 45 will require in 2006/2007 that all qualified public pension plans must begin
to account for the cost of their future health benefits, much like Alaska currently does

m Although GASB 45 will not require plan sponsors to actually fund UAALs for health benefits, the
State faces significant increases in its healthcare costs and should continue to seek ways to
improve its funding of accrued health benefit liabilities



Executive Summary
Pension Obligation Bonds (POBSs)

m Pension obligation bonds (POBs) provide a cost-effective and efficient method of improving the
funding of PER S and TRS while generating up to $1.6 billion in expected present value savings

m Given current interest rates, which remain near 45-year lows, the State would be able to issue
POBs at an all-in cost of funds of approximately 5.20% and eliminate all or a portion of its UAAL

m Compared to the interest charge of 8.25% on its UAAL, the State would save over 300 basis
points per year in lower POB debt service payments

m The table below summarizes the expected savings from a scenario that “fully funds” PERS and
TRS. The State could issue a POB forjust 50% of the total UAAL (or any other percentage) and

still generate significant expected savings

Expected POB Savings PERS TRS Total

Deposit to System S 3,451,417,000 $ 2,414,746,000 $ 5,866,163,000
PV Savings 954,166,477 685,812,157 1,639,978,634
FY05/06 Relief 58,541,098 44,829,220 103,370,318
FY06/07 Relief 66,583,534 23,618,001 90,201,535
FY07/08 Relief 42,532,756 37,354,146 79,886,902
Total FY05-08 Relief 167,657,388 105,801,367 273,458,754
Gross Savings 2.482,224,569 1,844,531,505 4,326,756,074

a The expected savings from a POB can be structured to generate upfront budgetary relief, mitigate
required contribution rate increases and achieve other policy objectives

1IBS
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Executive Summary
Expected Benefits 0 fPOBs :0 PERS/TRS Retiree , Employees and the State

m POBs can and should be viewed as an additional tool to manage the State’s funding requirements

m POBs are not “free money” nor without risk; however, if structured properly, a POB transaction
can be an efficient, effective and prudent funding mechanism

m POBs are arefinancing option available to the State and PERS/TRS to bring [full] funding sooner
and reduce the impact of any necessary future contribution increases

m POBs effectively refinance the UAAL (8.25%) at the lower POB bond rate (5.20%) by replacing
current UAAL payments with lower POB debt service payments

m Expected savings from POBs are generally calculated as the difference between existing projected
UAAL payments versus the POB debt service that would replace them

m |n its simplified form, POBs can be viewed as arefinancing of the State and its employers’
UAAL obligations, whose expected savings are dependei ' upon the effective earnings rate of

PERS/TRS over the next 25 years

m POBs are not without financial or policy risks. UBS believes that an appropriate analysis and
consideration of these risks is essential and would welcome the opportunity to assist the State
evaluate its options to return PERS/TRS to financial health
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Managing the State’s Funding Deficit

m The key to success is to identify the State’s policy objectives and financing goals

m The State has several financial and policy tools available to manage its UAAL:

Increase the State’s and/or other employers’ contribution rate
Increase the employees’ contribution rate

Decrease pension/health benefits

Improve investment returns

Modify actuarial assumptions

Introduce a new “tier” with higher contributions and/or lower benefits
Convert from defined benefit to defined contribution plan
Reduce expenditures for other State services

Issue pension obligation bonds (POBs)

m POBs arejust one of many options but have severa unique potential benefits and advantages:

— Access to lower-cost borrowing to improve funding ratios and solvency of PERS/TRS

Manage current and future “effective” increases in contribution rates to amortize the UAAL
Fully amoriize all or a portion of the UAAL within the time limits established by statute/GARB
Shape POB debt service to reduce UAAL payments in the near term and over the life of the transaction

Generate substantial expected present value savings relative to actuarially determined contribution schedule

4. uBs



State of Alaska

UAAL Amortization Schedules

m The current UAAL amortization period is 25 years, as established by the Board

m The total UAAL (PERS + TRS) is projected to increase to $6.5 billion in EY 2015 before
beginning to decline

Fiscal Year

Source Actuarial Valuation Reportsfor PERS and TRSas ofJune 30, 2003 (I in thousands).

m The actuarially projected amortization schedules illustrated above do not fully pay down the
UAAL, but do leave PERS/TRS funded at about the 95% level in 25 years

m A POB may enable the State and its employers to achieve at a lower cost this same level of
funding immediately as opposed to waiting 25 years
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UAAL Contribution Rates

m The State and its employers are riot making sufficient ¢ ntributions to PERS/TRS at the present
time to fully amortize its UAAL over a 25-year period

Fiscal Year

Source Actuarial Valuation Reportsfor PERS ant! TRSat ofJune 30, 2003 (S in thousands).

m For PERS, the total employer contribution rate for FY 2006 adopted by the Board is 16.77%
versus the actuarially required rate of 25.63%

m For TRS, the total employer contribution rate for FY 2006 adopted by the Board is 21.00% versus
the actuarially required rate of 38.85%

m A POB may effectively reduce or otherwise mitigate required future increases in the employer
contribution rate with the use of the expected savings from the transaction
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Unrecognized Investment Losses

m PERS and TRS have in excess of $445 million of total unrecognized investment losses that are
scheduled to be recognized over the next four years

— PERS currently has a total of $295.8 million of unrecognized investment losses

— TRS currently has a total of $149.7 million of unrecognized investment losses
m These unrecognized investment losses will be recognized equally over the next four years

m As these losses become recognized as part of the UAAL, they will be paid down over a 25-year
period and accrue yearly interest charges at arate of 8.25%

m According to the FY 2004 CAFR for PERS/TRS, “the current asset allocation that the Alaska
State Pension Investment Board for the [System’s] investments is expected to provide a five year

median return of 7.72%”

m Given this expectation, the PERS/TRS Board ought to consider seriously either adjusting its asset
allocation or its assumed investment return rate of 8.25%
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Pension Obligation Bonds (POBs) Overview

Current Plan

1
Annual Pension
UAAL Amortization Funds “,e
Payment

m Thi? total UAAL for PERS/TRS is expected to be
amortized over 25 years (FY 2029)

m For PERS, the total employer contribution rate is
expected to increase over this period from
11.77% to 30.22%

m For TRS, the total employer contribution rate is
expected to increase over this period from
16.00% to 47.62%

m Inherent in the amortization schedule is an 8.25%
actuarial earnings rate on unfunded liabilities

A fter POB Transaction

One-Time 1 #
/A jspa® Deposit to Pension
Pension Funds Fundsl
POB Annual _
Debt Service
Proceeds
Payments

investors

State issues pension obligation bonds (POBS)
Bond proceeds to PERS/TRS to pay down UAAL

State obligation to make UAAL payments replaced
with POB debt service payments to bondholders

Expected savings is the difference between the all-in
bond rate of approximately 5.20% and the actuarial
earnings rate of 8.25%
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Summary of Results

[Assumptions L owls .

Dated 07/01/05

Delivery 07/01/05

First Interest 01/01/06

Final Maturity 01/01/29

Term 25.00

PV Factor 8.25%
[(Cxpectcd PQB Savings PFRS y lrfts .V, Total

PV Savings (%) 25.82% 28.12% 26.73%
PV Savings (%) $ 954,166,477 $ 685,812,157 $ 1,639,978,634
FYO05/06 Relief 58,541,098 44,829,220 103,370,318
FY06/07 Relief 66,583,534 23,618,001 90,201,535
FY07/08 Relief 42,532,756 37,354,146 79,886,902
Total FY05-08 Relief 167,657,388 105,801,367 273,458,754
Avc. FY09-29 Relief 110,217,485 82,796,673 96,507,079
Gross Savings 2,482,224,569 1,844,531,505 4,326,756,074
Deposit to System 3,451,417,000 2,414,746,000 5,866,163,000
Notes:

(1) Market as of 02/18/05.
(2) Assumes that PERS/TRS earns 8.25% in investment returns.
(3) Assumes a fixed universe of assets and liabilities.
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PERS Full Funding Option — 100% of Projected UAAL

Expected PV Savings ofNearly $1.0 Billion

$
Expected Savings Summary - e fee &

5.19%

25.82%
$ 954,166,477
2,482,224,569
3,451,417,000

All-in Bond Rate
PV Savings (%)
PV Savings ($)
Gross Savings
Deposit to PERS

Expected Fiscal Savings

FY05/06 Relief
FYO06/07 Relief
FYO07/08 Relief
Total FY05-08 Relief
Avc. FY09-29 Relief

S750,000,00G -l IPOB Debt Service
wProjected UAAL Contributions

600,000,000 - Expected
Savings

450.000.000 -

300.000.000 -

150.000.000

2005 2007 2009 2011 2013 2015 2017 2019 2021 2023
Fiscal Year

#UUS

* t,
$ 58,541,098
66,583,534
42,532,756
167,657,388
110,217,485

2025 2027 2029
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TRS Full Funding Option — 100% of Projected UAAL
Expected PV Savings of $686 Million

Expected Savings Summary E Expected fiscal* Savings
All-in Bond Rate 5.19% FY05/06 Relief

PV Savings (%) 12% FY06/07 Relief

PV Savings (%) $ 685,812,157 FYO07/08 Relief

Gross Savings 1844,531,505 Total FY05-08 Relief
Deposit to PERS 2,414,746,000 Ave. FY09-29 Relief

IPOB Debt Service
sProjected UAAL Contributions

2005 2007 2009 2011 2013 2015 2017 2019 2021 2023 2025
Fiscal Year

$

2027

#

44,829,220
23,618,001
27,754,146
105,801,767
82,796,673

2029
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PERS Partial Funding Option — 50% of Projected UAAL
Expected PV Savings of$477 Million

[Expected Savings Summary

All-in Bond Rate
PV Savings (%)
nV Savings (%)

Grost' Savings

Deposit to PERS

HS

2005

5.19%

25.82%
$ 477,083,239
1,241,112,285
1,725,708,500

IPOB Debt Service
*Projected UAAL Contributions

2007 2009 2011 2013

L

2015

2017
Fiscal Year

'""HF.xpectcd Fiscal Savings

FYO05/06 Relief
FY06/07 Relief
FYO07/08 Relief
Total FY05-08 Relief
Ave. FY09-29 Relief

2019 2021 2023 2025

$ 29,270,549

2027

33,291,767
21,266,378
83,828,694
55,108,743

2029
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TRS Partial Funding Option — 50% of Projected UAAL
Expected PV Savings of $343 Million

«

Expected Savings Stinimarv

All-in Bond Rate

PV Savings (%)
PV Savings ($1
Gross Savings
Deposit to PERS

$750,000,000
GI)OOO,no -
450.000.000
300.000.000 -

150.000.000 -

0.1

2005

5.19%

28.12%
$ 342,906,079
922,265,753
1,207,373,000

IPOB Debt Service
wProjected UAAL Contributions

2007 2009 2011 2013

FY05/06 Relief
FYO06/07 Relief
FYO07/08 Relief
Total FY05-08 Relief
Ave. FY09-29 Relief

2015 2017 2019 2021 2023
Fiscal Year

2025

2027

22.414,610
11,809,001
13,877,073
52,900,884
41,398,337

2029

14
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Expected Benefits of POBs

m Significant expected present value savings to meet the State’s fiscal and policy objectives

— Generate up to $1.6 billion in expected present value savings

— Fully amortize UAAL within 25 years

— Improve financial security of PERS/TRS retirees and employees
— Miitigate future contribution increases

— Structure transaction to produce near term budgetary relief (if desired)

m Proven and acceptable tool to manage pre-existing liability
— Replacing a UAAL at 8.25% with a bond rate of approximately 5.20%

m Effective tool to manage/mitigate required contribution rate increases

m Statistical and probability analysis provides comfort

— Earnings assumptions are for a 25+ year period

— Historic investment management performance for PERS/TRS is strong
m Extremely favorable interest rate environment

m Bond market participants are receptive to POBs, including bond insurers, rating agencies and
domestic/international institutional investors

#IH!S
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Potential Risks of POBs

m Primary risk is failure to meet earnings expectation of actuarially assumed rate of 8.25% ovei life
of bond deal (this “risk™ currently exists with the entire asset portfolio pool)

— |Ifearnings > actuarial rate: investment arbitrage increases expected savings

— |Ifearnings = actuarial rate: projected savings is achieved

— Ifearnings < actuarial rate > bond rate: reduced expected savings

— Ifearnings < bond rate: dissavings

Impact of Investment Returns on Expected Savings

Years

m Precise amount of savings is dependent upon realized rate of return over life of bond deal — not
single year performance



Risk Mitigation for POBs

* Even if market returns in the early years are below the actuarial rate, it is possible to earn back the
difference over the term of the transaction

8.25% Actuarial Rate Breakeven Matrix
Earnings rates required over halance .?famortization period to reach expected savings

Marker Y ears**)! Market. Return

Returns i 2 eV 3 1 e« 5 *
8.61% 9.00% 9.43% 9.90% 10.42%
8.39 8.54 8.70 8.88 9.08
8.34 8.45 8.56 8.68 8.82
8.30 8.36 842 8.49 8.56
8.25 8.25 8.25 8.25 8.21
8.22 8.19 8.15 8.11 8.06
8.18 8.10 8.01 7.92 7.82
8.14 8.01 7.88 7.73 7.57
8.10 7.93 7.75 7.55 7.33

m For example, if PERS/TRS achieved areturn of only 7.00% (instead of the 8.25% actuarial rate)
for the first three years, then it would need to achieve an average return of 8.42% (versus 8.25%)
over the remaining term of the bonds to realize the full expecteu savings figures

m Conversely, if earnings are above the actuarial rate in the early years, earnings in subsequent
years do not need to be as high to realize projected savings, as long as funds are not diverted for

other budgetary purposes
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Introduction to UBS Financial Services Inc.

m UBS is one of the world’s oldest, UBS Domestic Offices
most established and stable banks ooy
DMiUn ke Bath Ll

m [n June 2003 UBS PaineWebber Inc.
became UBS Financial Services Inc.,
the US retail brokerage arm of UBS
AG

m UBS is a full-service national
securities firm that provides
comprehensive and customized
solutions for our clients
m UBS Financial Services Inc.’s core UBS Financiys%%es Inc.
business units include:

_ Municipal Securities GrOUp V  World's Urges! private bulk

Strong credit ratings (Aal/AA-*/AAv)

— Wealth Management S Total client assets 0fS1.5 trillion
v' Top 10 financial services firm b
— Global Asset Management mavket capitalisation (3623 billo)

v' | eading global research platform
#3 in Europe, Mi in Asia and .
worldwide) ]

& nss

umy -
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UBS’s Commitment to Public Finance

2004 Senior Managed National Negotiated Rankings

(Sin millions)
UBSHrada Sa
Citigroup
Goldman Sacha
[chman Brothers
JPMorgan
Beat Stearma
Morgan Stanley
RBC Dain Rauachcr
Merrill Lynch

Bane of Amenca

m UBS is the #4 ranked senior manager of municipal debt for negotiated transactions

1$22,742 )
[ $22,268 J
JSI8697
1980805
SIUEES
| 93024

30082

1512,129.9

) D

M, 151

1
$500

Senior Managed Negotiated Market Share
Market Share (%)

25.0% -

20.0

15.0

10.0

5.0

0.0
1998

Volume (Shils)\ S24.4

1999

S18.9

m m Market Share

2000

S18.2

2001

$21.2

"Rank

2002

536.8

2003

538.4

m UBS has a demonstrated commitment to and is a dominant player in this industry

2004

S41.2

2005
YTD

S5
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UBS’s Commitment to and Presence in the State of Alaska

m For 25 years, UBS has been actively involved in over 50% of all debt issued in the State of
Alaska, either as an underwriter or financial advisor
S Senior Manager of recent State of Alaska International Airports System Bonds
- $94,925,000 Revenue and Refunding Bonds, Series 2003A and 2003B
- $140,780,000 Revenue Bonds, Series 2002A and 2002B
S Senior Manager to Alaska Municipal Bond Bank Authority
- Appointed in January 2004 for 3-5 years
S Financial Advisor to Municipality of Anchorage

- Broad experience since 1981
- Advisor to $5.9 billion of Municipality’s bond issues, including Anchorage General Obligation, School,
Water & Wastewater, Municipal Light & Power and Telephone Utilities

b UBS is proud to be one of the few national firms to maintain aretail office in Anchorage, which
services over 6,500 accounts with total assets exceeding $500 million. UBS is also an active
trader of the State’s bonds, with over 4,300 trades alone since 2000

Anchorage Retail Office' PM I yE Ki'tnil «1 . Institutional Total,
No. ol'*  Volume No. of \ ulume No. ol Volume
m 9 Financial Advisors .Year  Trutlvls (Sin01)0) Trades (Sin 0110)  1rades (S in 000)
2003 974 66,880 71 30,770 1,045 97,650
m Over $509.4 million assets under management 2002 1,016 92,035 40 33,370 1,056 125,405
2001 831 83,830 49 22,330 880 106,160
m $1.6 million in total payroll 2000 1,013 88,699 49 56,840 1,062 145,539

20
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UBS is the Industry Leader in Pension Obligation Bonds (POBS)

m UBS is ranked #4 in the pension obligation bond market — completing 32 issues totaling $7.88
billion or 20.0% of the POB market since 1993

UBS's Senior Managed Negotiated Pension Experience UBS’s Senior Managed Negotiated Taxable Experience
1993 to 2004 1993 to 2004
(Uofissues/$ in millions) (Hofissues/S in millions)
0 fissues Nnberoflaes
\E5 SvntH HHHBH m Il
Cflerwp S5009 S25.1S72
KM‘] Goldman <ad» |U | 1136424
Mcmll | ynch =.MS
Bear Steams S3J617 RBCDui
OHAM Sarbi Bar Sers
MMMm 2M16 Mem! Lynch >10.341.1
MignSarey 2650
AB\IA\MD JI’ Morgan
banc M fnrr«a m Banc of Amenta
S 10) 0 6D 2 ]I(D) 7D “IW
Source Securities Data Corporation. Source Securities Data Corporation

m UBS has served asjoint book-running manager for the largest and most complex POBs
done to date, including the State of lllinois ($10 billion), State of Oregon ($2.1 billion) and
State of Wisconsin ($L.79 billion)

m As the State'* senior manager, UBS will bring all of its experience and expertise to bear on
structuring the optimal solution to achieve the State’s fiscal and policy objectives

1illS 21
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UBS’s POP Experience, 1993 - 2005 Selected Deals

Siniliors)

d

3

Salt Dalr
10127104

02/0394

UBS and Bear Stearms were Joint Book-Running Managers. There were three additional co-senior managers and SDC credit wes split equally among the five.

S

Ijr Imount

4304
S 189031
5 92107
S281738

. 1US 1tptritnrr
litdrer

San Diego Metro Transit Dev Bd
San Diego Metro Transit Dev Bd
Fresno County

Fresno County i

Kansas Development Fin Auth
Wisconsin
Oregon )
Kansas Development Fin Auth
[llinois"*

Kern County

Kent County

Sonoma Cotnty
West Haven
Woonsocket

Fresno County

Ban%]or

Portland

Jew Orleans

Fresno County

Phila Auth for Indus Dev
Worcester

Fresno Count,

Denver City & Co SD 41
QOakland

Kem County

Buffalo

Buffalo

City of Dallas

San D|e?o County

San Derfudino Coun%
Portland Comm Coll Dt
Gainesville

NJ Econonuc Dev Auth
San Diego County
Bridgepart

Merced Cou_n%

NJ Economic Dev Auth
NYS Dorm Authority
Los Angeles County
Los Angeles County
Onngc County

San Diego Colinty
Senior Managed
Co-Managed

Total

. LHVPlajmiruilv
ti1> Huh lIrd,;>SutiiinNed to Jinn - tirdir> Irtk.|
Sole Senjor Mgr 388 388
Sole Senior Mgr 636 38.7
Joint Book Runner 15.0 75.0
Joint Book Runner 8310 3219
Senior Mgr. 489.9 2500
Joint Book Runner 42940 750.8
Co-Senior Manager 2052.3 1459
Senior Mgr 7.7 36.3
Joint Bogk Runner 12J17.9 148.1
Senjor Mar. 500 500
Senjor Mqr 336.3 2314
Senior Mgr 758.3 216.8
Sole Senior Mgr 151.3 67
Senior Mgr 1574 90.0
Sole Senior Mgr 1364 171
Senior Mgr 33.6
Sole Senior Mgr 110
Senior Mar 215 1485
Senior Mt 1247 948
Senior Mor 15728 14466
Senior Mgr 1776 1660
Sole Senior Mgr 2328 1849
Senior Mar 442.1 3609
Senior Mgr 476.0 342.6
Senior Mar 2100 221
Senjor Mar 103 90
Senior Mgr 161 122
Co-Mgr 50 30
Co-Mar 1428 600
Co-Mgr 59.2 49.9
Co-Mgr 240 22
Co-Mgr 428 150
Co-Mar 750 39
Co-Mgr 1475 17
Co-Mar 1523 485
Co-Mgr 126 07
Co-Mar 5606 515
Co-Mar 147 141
Co-Mar 1200 66
Co-Mgr 3930 304
Co-Mar 640 58
Co-Mgr 86 1 47

Tite State of Illinois transaction with the exception of one meturity wes sold group net.
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Current POB Market Update

m POBs are acommonly used financial tool to improve the funding levels of state and local pension

systems. Since 1993, there have been over 350 POB issues totaling $40.3 billion

m POBs are interest rate sensitive and many issuers are proactively considering POBs to lock—in

current interest rates and expected savings figures

m |f interest rates rise (as forecasted), the expected savings from a POB transaction will diminish or

even disappear

UBS’s Recently Priced POBs:
Kansas

Kern County, L . .
y State of Illinois State of Oregon State of Wisconsin Development

California . .
Finance Authority
Dr»i)ny

| | AD

$238,177,000 $10,000,000,000 $2,083,960,000 $1,794,850,000 $500,000,000

Senior Book Joint Book Joint Book Senior Book
Running Manager Running Manager  Co-Senior Manager  Running Manager Running Manager
May 15,2003 June 5, 2003 October 28, 2003 December 10, 2003  February 26, 2004

Fresno County,
California

9

$327,898,000
Joint Book
Running Manager
March 10, 2004
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Next Steps — POB Strategy and Implementation
m Limited window of opportunity due to potential increased rates
m General education of interested parties

m Policy analysis of use of expected savings and debt structure

m Drafting of enabling legislation to provide opportunity for State to take advantage of expected
cost savings

m Legislative authorization and action

m Confirmation of existing pension fund data, assumptions and paydown schedule

m Determination of appropriate annual contribution rate for the State

m Deal specific decision—-making
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Alaska’s UBS Banking Team

Investment Banking

JAMES W. ZIGLAR, Sr.
Managing Directo/ & Chief Business Strategist

Mr. Ziglar joined UBS as a Managing Director and Chief Business Strategist for the Municipal Securities Group on June 1, 2004. Mr.
Ziglar has 23 years of experience in the public finance business as an investment banker and lawyer, including over 10 years with
UBS prior to departing in 1998 to serve as Svigcant at Arms of the United States Senate. Most recently, Mr. Ziglar was Distinguished
Visiting Professor of Law at George Washington University Law School and a Fellow at Harvard University’s John F Kennedy
School of Government Institute of Politics. He was Commissioner of the Immigration and Naturalization Service from August 2001
until his retirement from federal service in November 2002. In addition tj his positions as Commissioner of the INS and as Sergeant
al Anns of the United States Senate, he has served at various times as Assistant Secretary of lhe Interior for Water and Science -
where he oversaw the operations of the Bureau of Reclamation, the Bureau of Mines and the U.S. Geological Survey, as a law clerk to
Supreme Court Associate Justice Harry A. Blackmun, as a congressional and public affairs officer at the Department of Justice, and as
an aide to the Chairman of the U.S. Senate Judiciary Committee.

Mr. Ziglar earned h;" undergraduate and law degrees from The George Washington University. He isa member of the bar in New
York, Arizona, Virginia and the District of Columbia.

JOHN COSTAGLIOLA
Managing Director & Manager of West Coast Infrastructure

John Costagliola has 19 years of experience in public finance and leads the Firm’s efforts in Alaska. Mr. Costngliola has served as the
Financial Advisor to the Municipality of Anchorage since 1993, and senior managed bond issues within the State for the Airport
system. Bond Bank Authority and AIDEA. Mr. Costagliola is in frequent dialogues with rating agencies on Alaska issues and credit
concerns. Mr. Costagliola has very broad experience with electric utilities, water and sewer systems, general government finance and
credit issues. Hejoined UBS in 1993 after seven years with Standard and Poor’s Corporation where he was a Director and manager cf
their utility gioup in the Western Regional Office. While at S&P, Mr. Costagliola was principal analyst and chaired numerous rating
committees within all public finance sectors. He has a Bachelor’s degree from Fordham University and is an MSRB principal.
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Alaska’s UBS Banking Team

ROBERT DOHERTY

Managing Director & Co-Head National Infrastructure Group

Mr. Doherty has over 18 years of banking experience. He recently joined UBS from Merrill Lynch, where his responsibilities
included managing the Firm’s geographic banking relationships in the Midwest, South and East Coast. Mr. Doherty was also
responsible for the Firm’s pension obligation bond group and served as the lead banker for the State of New Jersey’s $2.8 hillion
pension obligation bond transaction - the largestjnunicipal transaction then executed. The State of New Jersey’s POB Financing was
named “Deal of the Year” by Smith’s Survey. At UBS, Mr. Doherty has served as the lead banker for several senior managed POBs,
including the State of Kansas’ $500 million issue and State of Wisconsin’s $1.8 billion issue which was named “Midwest Deal of the
Year" by The Bond Buyer. Mr. Doherty is currently working on senior managed POB transactions for the City of Detroit

($1.3 billion) and the City of San Antonio ($350 million). Mr. Doherty also served as the lead banker for the States of Wisconsin,
Ohio Kentucky, New Jersey, Michigan i nd Massachusetts on numerous transactions. He has significant banking experience

designing customized financial solutions for clients.

Mr. Doherty received his MBA from the University of Chicago and his undergraduate degree in international politics from
Georgetown University’s School of Foreign Service.

TOM YANG

First Vice President

Tom Yang is a member of UBS’ Transportation Finance Group. He currently manages our West Coast transportation and airport
efforts. Mr. Yang is an expert on structuring bond financings secured by innovative transit credits such as the Congestion Mitigation
and Air Quality funds, FTA’s Section 5307 formula funds and Section 5309 New Starts funds, congestion mitigation and air quality
funds, farcbor. revenues and state transportation grant funds. He recently served as the senior banker on a $77 million pension
obligation bond issue for San Diego Transit Corporation, the first pension obligation bond financing completed for a transit agency.

Mr. Yang also served as the day-to-day banker for two recent financings for Alaska International Airports System. His senior
managed bond issues in the past 24 months include Los Angeles County Metropolitan Transportation Authority, San Francisco
Airport Commission, Burbank Airport Authority, San Diego Metropolitan Transit Development Board, Sacramento Regional Transit
District, North San Diego County Transit District, Boise Airport and Riverside Transit Agency.

Mr. Yang graduated with High Honors from the University of California, Berkeley with a degree in Mechanical Engineering.

$ULiS 27
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Alaska’s UBS Banking Team

BRYANT JENKJNS
Assistant Vice President

Mr. Jenkins has over 6 years of public finance experience and has provided quantitative analysis and transaction support for over $7.3
billion in senior managed financings for clients including pension obligation bonds for the State of Illinois, Kansas Development
Finance Authority, San Diego Metropolitan Transit Development Board and the State of Oregon. His experience also includes
working with Alaska issuers including the Alaska Municipal Bond Bank and the Munici ality of Anchorage.

Mr. Jenkins received his B.A. in Economics from Columbia University and M.B.A. from Stanford University.

MARK T. KIM
Assistant Vice President

Mr. Kim joined UBS in 2002 and is a member of the firm’s National Infrastructure Group. Mr. Kim’s experience includes structuring
multiple senior managed transactions totaling over $3.0 billion. These transactions include $1.2 billion (including a $587 million
swaption) for the Long Island Power Authority (LIPA) in connection with a major restructuring program. More recently, Mr. Kim has
focused on structuring pension obligation bond issues and other taxable transactions for clients at the state and local level, including
the State of Wisconsin’s $1.8 billion POB, which was awarded the Bond Buyer s “Midwest Deal of the Year” award. Prior to joining
UBS, Mr. Kim served as a Staff Attorney for the Federal Election Commission (FEC) in Washington, D.C.

Mr. Kim received his Ph.D. in Public Policy from Harvard University; J.D. in Public Law from Cornell Law School; and B.A. in
Philosophy from Northwestern University. Mr. Kim is a member of the Bars of the District of Columbia and the State of New York.
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Alaska’s UBS Banking Team

Underwriting

STEVE M. PILLER
Director

Mr. Pillcr has 20 years experience in the municipal securities industry. As a Director in UBS’s Syndicate Department, he is
resp msiblc for the underwriting and marketing of municipal transactions, including negotiated and competitive underwritings, both

tax-exempt and taxable.

In addition to developing marketing strategies for municipal issues in the primary market, Mr. Piller coordinates the distribution
process with the client and bankers. This includes identifying buyers, working closely with the retail and institutional sales divisions
and apprising the client of market conditions and economic developments that could affect interest rate levels. Mr. Piller also
coordinates the trading and marketing of secondary risk positions for new issues. Mr. Pillcr attended York College.

Derivative Products

RHAHIME A. BELL
Managing Director

Rhahimc Bell, Co-head of the Municipal Derivatives Group, joined UBS in May, 1999. Prior to joining UBS, Mr. Bell was a Vice-
President in the Global Derivatives Group at J.P. Morgan. Most recently, Mr. Bell was responsible for advising corporations and
government entities in Latin America on interest rate and currency risk management. Prior to his work in Latin America, Mr. Bell
was responsible for marketing tax-exempt derivatives to municipalities within the United States. Mr. Bell negotiated and executed
over 700 interest rate swap, options and forward purchase agreements during 1993 and 1998. In addition, Mr. Bell was responsible
for trading and risk management of the TBMA/LIBOR basis position for J.P. Morgan. Mr. Bell graduated from Georgetown
University in 1991 with a dual degree in Finance and International Management.
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Alaska’s UBS Banking Team

Municipal Research

BRAD GEWEHR

Managing Director

Mr. Gewcehrjoined UBS in March 1998 as Director of Municipal Research. In addition to providing research for UBS’s retail and
institutional investors, Mr. Gewehr and his staff have assisted many of UBS’s banking clients in developing effective credit rating and
investor relations strategies. Immediately prior tojoining UBS, Mr. Gewchr was a Managing Director in the Public Finance Group of
Moody’s Investors Service. He supervised a staff of analysts responsible for assigned and maintaining ratings on municipal tax-
backed, utility revenue, and lease credits in 26 states, including California, New York, Florida, and Illinois. As a senior member of
Rating Committee, he participated in rating decisions for major credits throughout the United States. Brad also led analytical
specialty teams covering the water and wastewater and state revolving fund sectors.

Prior to joining Moody’s in 1991, Mr. Gewehr was a Project Manager and Transportation Analyst with the Port Authority of NY &
NJ. He holds a.i MBA in Finance from New York University and a BA from Amherst College.
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UBS’s POB Structuring Methodology

Step 1: Determine the Dollar Value ofthe UAAL
m Asset valuation (e.g., actuarial, mark to market, etc.)

m Present value of future liabilities

UAAL = Liabilities - Assets

Step 2: Determine the Existing UAAL Payment Schedule
m Number of years or amortization period

m Amortization method (e.g., level percentage of payroll, statutorily determined, €fc.)
m Actuarial assumptions (e.g., covered payroll, annual pay increase, €ic.)

m State portion of UAAL

m GASB Note 25 and 45 considerations

UAalL Payment= Covered Payroll x UAAL Contribution R ate
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UBS’s POB Structuring Methodology

Step 3: Structure POBs against UAAL Payment Schedule

m Understand PHRS/TRS’s fiscal and policy objectives (e.g., immediate cashflow relief, level
savings, efc.)

m Structure bonds to help achieve PERS/TRS’s objectives by:

— Principal Deferral

— Income Bonds

— Stepped Coupon Bonds

— Capitalized Appreciation Bonds (“CABs”)

— Capitalized Interest Fund
m Derivative Products (e.g., synthetic fixed, step coupons, €tc.)

m Calculate Expected Savings

Expected Savings = Existing UAAL Payment- POB Debt Service
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POB Case Studies

Customized Solutionsfor Our POB CIli nts

m UBS’s senior managed POB experience encompasses issuers at the State, City, County and
System levels and includes avariety of innovative credit and financing structures designed to help

our clients meet their financial and policy objectives

m Given an issuer’s specific situation, UBS has consistently created unique marketing plans, rating
agency presentations, legislative strategies, financial tools and deal structures that have helped our

clients realize their goals

m Below are highlights of several challenges that our clients have faced and the customized
solutions that UBS created as senior manager

Transaction Challenge

Philadelphia, Special legislation required; needed budget reliefover
PA 10-ycar period; pension system severely underfunded

Portland ME Very steep UAAL payment curve, savings targets for
implementation of deal

Denver Lease appropriation credit with school property as
Public collateral; desired savings over tim., pension solution
Schools, CO  needed for labor negotiations

Oakland, CA  Only allowed for 15-year transaction; severely
underfunded system, weak credit

-&1 BS

Sutiilinii
Legislation passed to allow for conduit issuer - still obtained BIS weighting o f20%; funded 50%

of UAAL; extensive use of CABS to structure debt to meet revenue requirements; income bonds
to provide call flexibility; all-in cost 0f6.63% vs. 9.00% actuarial rate

Tailored savings through “synthetic" stepped coupon bond; saved 32 basis points versus natural
structure

Devised “proportional" savings structure; structured term bond It 10-year 102% call feature;
obtained aggressive insurance commitment, 7.19% TIC versus deal target 0f7.40% and actuarial

rate 0f 8.50%

"Prepaid” first 15 years of amortization through contract with System, extensive use of CABs;
aggressive insurance commitment
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Background

m UBS served asjoint book running manager for the State of Wisconsin’s $1,794,850,000 General
Fund Annual Appropriation Bonds of 2003, $850 million Series A (Taxable Fixed Rate) and $945
million Series B (Taxable Auction Rate Certificates)

m The State sold bonds to retire the Unfunded Pension and ASLCC Liabilities owed to the
Wisconsin Retirement System (‘WRS’)and lower its financing cost from 8% to the bond rate

m Bonds were Structured against the combination of the State’s projected pension liability and
ASLCC liability payments shown below as the “red line”

mProjected Pension Liability Payments OIProjected ASLCC Liability Payments

State Payments (SM M)

» I i I I I I I I i I I I
2004 2006 2008 2010 2012 2014 2016 2018 2020 2022 2024 2026 2 '8 2030

Fiscal Year
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Case Study: The State of Wisconsin’s $1,794 Billion POB

Structure
Series A - 10 Year Bullet
Series A- Term Bond 2018
Series A - Terra Bond 2026
Series A - Total
Scries B - ARCs Unhedged (assumed rate of 5.59%)
Series B - ARC Synthetically Fixed
Series B- Total

TOTAL GFAAB Issue

ifclllis

250.000.000
100.000.000

Nonaw
850,000,000

349,700,000
595.150.000
S 944,850,000

S 1,794,850,000

2 )]

Ratings

Untnhanced Al/A+/AA-
Enhanced Aaa/AAAMAA
Corporate Equivalent: Aal
Credit: General Fund Annual Appropriation Bonds of 2003
Pricing Date: 12/10/2003
Dated Date: 12/18/2003
Call Feature: Make-Whole Call 2014 at Treasury Rate plus 12.5 bps
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Benefits

m The State was able to fully fund its accrued pension and sick leave liabilities
m The transaction generated substantial expected PV savings of over $323 million or 22%
m The State realized immediate cash flow savings and significant budgetary relief

m An all-in true interest cost of 5.804% for the entire transaction (assumes unhedged ARCs at
5.59%)

m The State reduced its overall
financing costs by executed its
first synthetic fixed rate swap of
$595 million with an all-in swap
rate of 5.47% (average life 25.24
years)

m First issuance of ARCs issued at
an initial rate of 1.20% offer
future financial flexibility

Fiscal Year
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Credit and Call Features

m The bonds are backed by State appropriations as part of the General Fund Annual Appropriation
Bond credit; a new credit, which UBS help the State inaugurate. The key security features

include:
— Moral Obligation — Stabilization Fund

— High Priority Payment Status — Cashflow/Debt Management Techniques

— Continuing Budget Authority — Bond Insurance

— Appropriation Mechanism

m Underlying ratings of (ALZA+/AA-) with a Moody’s corporate equivalent rating of (Aal)
m The entire issue was insured: Series A by FSA and Series 8 by x L Capital Assurance

m A $32,935 million Stabilization Fund was established to protect against rising interest rates
associated with the unhedged ARCs and which serve as additional security for the issue

m The structure included a $250 million, non-callable, 10-year bullet. The State expects to
refinance this entire amount in on or before 2013 with additional bonds that have already been

authorized under the Indenture
m Two term bonds (2018 and 2026) have an optional, make-whole call provision

m [ssue included nine subserics of ARCs totaling $350 million, which provides the state with
significant financial flexibility
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Marketing

m UBS managed a global offering plan. Clearance through DTC, Euroclear, and Clearstream. The
Bonds are listed on the Luxembourg Stock Exchange

m UBS coordinated and helped present at an International Roadshow, which included meetings in
the United States, Germany and Ireland

m |In addition to UBS’s domestic capabilities, UBS’s global sales force helped set up in—person
meetings with 17 institutional investors in Europe and UBS’s global roadshow coordinator helped

ensure flawless meeting arrangement for the State and UBS bankers

m UBS scripted and recorded a Bloomberg Electronic Roadshow for institutional investors in all
market segments to use in considering the Bonds
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Case Study:

RATINGS

RELEVANT DATES

OPTIONAL REDEMPTION
TAX STATUS

PUBLICLY OFFERED
LISTED

GLOBAL BOOK ENTRY

AMORTIZATION

Moody'*
Corporate Equivalent
Aas
Pricing
June 5, 2003
None
Taxable

United States, Europe and Asia

Luxembourg Stock Exchange

DTC, Clearstrcam and Euroclcar

Date

June 1.2008
June 1, 2009
June 1, 2010
June 1,2011
June 1,2012
June 1.2013
June 1.2014
June 1,2015
June 1, 2016
June t, 2017
June 1.2018
June 1. 2019
June 1,2020
June 1,2021
June 1,2022
June 1.2023
June 1,7024
June 1,2025
June 1. 2026
June 1, 2027
June 1, 2028
June 1,2029
June 1, 2030
June 1, 2031
June 1,2032
June 1,2033

Principal
50,000,000
50,000.000
50,000,000
50,000,000

375,000,000

1.375.000.000

1.650,000,000

Mnkine 1unit

100,000,000

975.000.000
1.050.000.000
1.100.000.000

Municipal
Aa3

Dated
June 12, 2003

. foupon

4950

5100

4.960

5100

The State of Illinois9%$10 Billion POB

s
|
)

Pension

S&P
AA

Delivery
June 12, 2003

Price

99 897
99 879
99,851
99 833
99.968
99 802
99.787
99773

99 955

99.872

too 000

'Itinihinnrlg '
5Yr Note

10 Yr. Note
10Yr Note
10Yr "ore

Yr. Note
10Yr Note

10Yr Note

30 Yr Bond

30 Yr Bond

S10,000,000,000
slate Of 1llinois
General Obligation Bonds
Funding Series of June 2003 (Taxable)

Fitch Ratings

AA
First Interest
Dec 1,2003
- Yield Spread 1 I1

2222 30 bps
2292 60 hyir
3324 0 tips
3.324 25 ps
3.3 43 bps
334 55 bps
3.3 65 bps
334 75 bpi
3324 103 bps
4380 58 bps
4380 72 bps
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Case Study: The State of Illinois” $10 Billion PO B

510,000,000,000

Stale or lllinois

General Obligation Bonds

Pension Funding Scries of June 2003 (Taxable)

SECURITY General Obligation of the State of lllinois

PURPOSE The net proceeds of the Honds will be used to (i) reimburse the Stale’s General Revenue Fund for a portion o f the contributions made to the
Retirement Systems for die last quarter o f the State's fiscal year 2003, (ii) reimburse the State’s Gen -ral Revenue Fund for the State's
contributions to the Retirement Systems for the State's fiscal year 2004, (iii) fund a portion of the unfunded accrued actuarial liability
("UAAL") contribution representing pension benefits earned in prior years and (iv) pay other costs including capitalized interest and costs of

issuance.

AUTHORITY FOR ISSUANCE The Bond Act, as amended by Public Act 93-2, which became effective as of April 7, 2003, empowers the State to issue and sell up to 510
billion ofgeneral obligalion bonds of the State, including the Bonds, for the purpose of funding or reimbursing a portion o f the State's
contributions to the following retirement systems: the State Employees’ Retirement System of lllinois, the Teachers’ Retirement System o f the
State of Illinois, the State Universities Retirement System, the Judges Retirement System of Illinois, and the General Assembly Retirement
System. In addition to the GO Pension Funding Bonds, the Bond Act authori ses the State to issue and sell direct, general obligations of the

State, in the aggregate amount of approximately S17.7 billion (excluding refunding bonds).

STATE OF ILLINOIS fursuanl to tlie lllinois Penlion Code, as amended, the Stale is responsible for funding employer contributions o f the Retirement Systems, flic

RETIREMENT SYSTEMS State currently makes payments lo the Retirement Systems on an annual basis, consisting of (i) unfunded accrued actuarial liability, and (ii) a
contribution representing the Stale's obligation for its share of the costs ofvarious cunent benefits. As ofJune 30, 2002 (the most recently
completed fiscal yearof the State), the Retirement Systems had an aggregate membership of 311,707 active members. 168,341 inactive
members entitled to benefits and 147,956 retired members and beneficiaries. AsofJune 30,2002, based upon the most recent available
actuarial valuation of the Retirement Systems, the actuarially determined accrued liabilities of the Retirement Systems were approximately
575.2 billion, the fair market value of their assets was approximately 540.3 billion, and the aggregate UAAL with respect to the Retirement

Systems was approximately 534.9 billion.
ROADSHOW

m Transaction was considered a full public offering in the United Stales. Europe and Asia

] Erﬂeresvkverle certain restrictions in certain countries (e.g., United Kingdom, France, the Ncherlands, Singapore and Japan) similar to U.S.
ue Sky laws
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Case Study: The State of lllinois’ $10 Billion POB

$10,000,000,000

State of llinois

General Obligation Bonds

Pension Funding Series ofJune 2003 (Taxable)

TIMETABLE Actisits
W\ednesday, 5/21/2003 PCS Distributed Elecronically
Thursday, 5/22/2003 POS Distiibuted in Hi rd Copy
Bloomberg Roadshow
Week of 526 Ratings Received
Thursday, 52920C3 Structure Wre Released to Syndicate
Friday. 5/30/2003 Call with State to Discuss Execution Detail
Call with Syndicate to Discuss Schedule/Process
Tuesday, 6/3/2003 Price Views Solicited from Management Team
Price Views Distributed to State

Final Sign Off I._m tlte State on Price Guidance
Call with Joint Leads lo Discuss Price
Deal Announced (Official Price Guidance). Books Opened for Indications
\\ednesday, 6/4/2003 Close Book
Call with State lo Discuss Order Book
Launch Transaction with Any Size, Structure or Pricing Adjustrrents (Final Price Talk) (Verbal Awnerd)
Complete Allocation Process

Thursday, 6/5/2003 Give Allocations to Investors
Determine LIST'; Sales Against Cus nmer Allocations

Price Transaction (Firel Price)

Sign BPA
Monday, 6/9/2003 Ml Final OS
Thursday, 6/12/2003 Settlement
MARKETING Principal™ 0 ” UBSOrders - Total Orders 1 BS%
June 1.2008 50,000,000 29,950,000 118,205,000 2534,
June 1,2009 50,000,000 2,500,000 20,000,000 125%
June 1,2010 50,000,000 229,500,000 879,500,000 26.1%
June 1,2011 50,000,000 277,500,000 999.250,000 27.8%
June 1,2012 100,000,000 411,500,000 1471,500,000 280%
Jure 1,2013 100,000,000 376,550,000 1,068,340,000 35.2%
Jure 1, 2014 100,000,000 219,000,000 357,000,000 613%
June 1,2015 100,000.000 271,000,000 523,400,000 51.8%
June 1,2018 375,000,000 270,000,000 646,225,000 41.8%
Jure 1,2023 1.375,000.000 3,091.285,000 9,751,220,000 L%
June 1.2033 7,650,000,000 8,580,300,000 20,256,650,000 42.40%
10,000.000.000 13,759,085,000 16,091,2"0,000 38.1%
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Case Study: The State of lllinois’ $10 Billion POB

SYNDICATE

[rolc o

Joint Book-Running Manager
Joint Book-Running Manager

Co-Senior Manager
C('-Senior Manager
Co-Senior Manager

Co-Manager (Group 1)
Co-Manager (Group 1)
Co-Manager (Group 1)
Co-Manager (Group 1)
Co-Manager (Group 1)
(

Co-Manager (Group 2)
Co-Manager (Group 2)
Co-Manager (Group 2)
Co-Manager (Group 2)
Co-Manager (Go ip2)
Co-Manager (Group 2)

S10,000,000,000
Scale or Illinois
General Obligation Bonds

Pension Funding Series of June 7003 (Taxable)

.. *'
Niimc

Bear Steams

UBS Financial Services Inc.

ABN AMRO
Citigroup
Goldman Sachs

Loop Capital Markets
Merrill Lynch
RBC Dain Rauscher
Ramirez &Co.

Siebert Branford Shank & Co.

Apex Pryor Securities
Cabrera Capital Markets
First Midstate Inc.
Melvin Securities

SBK-Brooks Investment Corp.

Wachovia Bank, N.A.
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POB Disclaimer

The projected savings contained in this analysis arc reflective of various structuring, bond, and interest rate assumptions as well as
forward looking actuarial assumptions regarding the Public Employees’ and Teachers’ Retirement Systems.

The expected savings shown are contingent upon a consistent assumed annual rate of return of investments for PERS/TRS over the
life of the bond deal, among other assumptions. In addition, UBS has incorporated an assumed unfunded actuarial accrued liabilities
(UAAL) paydown schedule that was obtained and/or derived from credible, publicly available sources, upon which expected savings
are calculated.

Changes in PERS/TRS’s underlying assumptions, including but not limited to, mortality, sala”, amortization method, actuarial cost
method, asset valuation method, payroll increase, statutory UAAL contribution rates, benefits levels, cost-of-living adjustments
(COLAYS), term of UAAL amortization as well as the effects of “income smoothing,” will have cither a positive or negative effect on

any future funding deficits or surpluses.

I here i. no guarantee that any projected savings will be realized, nor thai PERS/TRS will not accrue a new UAAL after the issuance
of the bonds, even if the portfolio of investments cams the expected actuarial rate of return and the expected UAAL paydown schedule
is realized for the life of the bond deal.

Please consult your financial advisor and/or actuary regarding these issues and risks.

&UBS 43
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ALASKA RETIREMENT MANAGEMENT BOARD
January 12-13, 2006 MEETING (Tape Log) Page 1

Tape No. Speaker Subjeci

January 12-13, 2006
Juneau. Alaska
Goldbelt Hotel. Egan Drive

ALASKA RETIREMENT MANAGEMENT BOARD (WORK SESSION) MEETING

ARM BOARD MEMBERS picsent: Martin Pihl, Gail Schubert, William Corhus. Sam Trivette, Gayle Harbo,
Scott Nordstrand, Larry Semmcns, Michael Williams

ARM BOARD MEMBERS absent: John Roses

STATE REVENI’E STAFF: Gary Bader (ClO), Judy Hall, Bob Mitchell, Tom Boutin, Susan Taylor
ADMIN and R&B STAFF: Melanie Millhorn, Traci Carpenter. Kevin Brooks

IAC MEMBERS PRESENT: Dr. Jerrold Mitchell, Dr. William Jennings

OTHERS PRESENT: Rob Johnson (ou .ide legal counsel); Michael O'Leary, Callan Associates; Clark
Gruening, Don Gottschall, Michael Kirk. Chester Johnson (State Financial Advisor), Cynthia Weed (State bond
counsel), Jeffrey Sin/ (Municipality of Anchorage); Kevin Richie (AK Municipal League); Mike Barnhill (AG’s
Office); Don Gotschall; Kristin Erchingcr (City of Seward); Derek Miller (Rep. Kelly Aide); Jack Kreinhedcr
(OMB); Cindy Spanyers (APEA/AFT); Donn Stewart (DOA Personnel)

Tape I, Side A
Thursday, January 12, 2006

Start Time: 9:00 a.m.

0 Roll call Harbo, Nord, Pihl, Schubert, Semmens, Trivette, Williams.
Public meeting notice rgqmt. met
Agenda
Harbo motion, Semmens 2nd.
Trivette Letter to add.
Schuben Approved.

Public Appearances.

Michael Kirk </ Ret 20 yrs from teaching. | first brought to actuary's attn that assumptions
are from 1930s. Longevity - how long to work, how much they contribute,
how long they benefit. "Nothing comes from nothing." Experience nationally
shows I did know what | was talking about. "From many comes one." Many
contribute to my retirement? Make it fit.

Schubert Minutes.
Trivette Moved.
Harbo 2nd.



ALASKA RETIREMENT MANAGEMENT BOARD

January 12-13. 2006 MEETING (Tape Log) Page 2
Tape No. Speaker Subject
Schubert Technical corrections I’ll give to staff, ifno objection

Motion passed without objection.

7 Pension Obligation Bond Panel /tif? & * Aty
Micnael O'Leary, Chester Johnson. Cynthia Weed, Jeffrey Sinz (intros by
Tom Boutin) PF
O'Leary Start with 1st presentation...(overheadslides)

(Bill Corbus arrived at 9:10 a.m.]
"You pays me now or you pays nie late - true for pension obligation bonds.

12 Pg 2 - topics that Tom asked me to focus attention.

Pg 3 - Have to address, earnings lost because of underfunding, not just
underfunding. Actuary assi rning assets are there to earn income every year.
If sponsor issues bonds, inn tediately system is less underfunded, generating
earnings. Somebody has to pay cost of bond service. No guarantee system
will earn expectations. If it doesn’t, then sponsoring entities will have to pay
debt costs, plus continuing tc ay normal cost of pension system, plus future
potential unfunded liability.

14 Pg 4 - use of leverage...double edged sword.

If you look at young pension plan, young work force, liabilities way out
there, that fund has very long term investment horizon. Could have a very
aggressiv. investment policy. But workforce in their 40s, shorter horizon for
open plan. Corpus is large...little less aggressive policy is considered
reasonable. But for closed plans, that's not true. No new benefits being
earned, should be comparatively conservative policy.

20 July 1, 2006 - no new participants go into PERS system."liave to ne a huge
infusion of contributions going in. Dollar cost averaging. Somewhere down
the road it will be appropriate to shift to more conservative policy. If in
bonds exclusively, what would be appropriate discount rate? 4%, 5%? What
would be effect on liabilities if discount rate was 4-5%? Liabilities would
rise. Every % rise in the discount rate would be a 10-12% rise in liability
rale. Actuaries always offer caveat based on discount rate...

25 Pihl Aggravated by cashflow going out?

O’Leary It’s ok to have 0 balance at end of life of plan. Just showing you the
implications of bond obligations, sponsors are making payments.
Pg 5 - from initial meeting. Where PERS and TRS are along efficient
frontier. Most plans are somewhere near where you are.

28 Leverage from an employer perspective - pg. 6. Issuance of pension
/ obligation bonds - levers their contributors’ risk. Fact of life, like mortgages.
V f The debt service on pension obligation bond is fixed, therefore less flexibility

on that portion of the pension cost. More variable - in addn to that fixed
payment, you continue to make normal cost distributions, plus unfunded
liability. If fund earns more than borrowing costs... If fund earns less than
borrowing costs, New Jersey example of bad experience. Reallv don’t know
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34

38
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Tape 1, Side B (9:45 a.rr.)
Chester Johnson

0
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Speaker

ALASKA RETIREMENT MANAGEMENT BOARD
January 12-13, 2000 MEETING (Tape Ix>g) Page 3

Subject

the answer until bonds are paid off.

Pg ? How dees it impact asset allocation from strategic perspective -
shor.ldn i have significant effect. Probably shouldn’t be altered. However,
your risk tolerance may be different... May wish to rein in the volatility a
bit. Others ma> ¢l you can afford a little more volatility to make more
money, reduce pension cost. If someone invested in 2002, when market was
in free fall...short term result would be poor, look like it was exacerbating
problem, even though it would help in long term. Private equity investments
are periodic with good GPs. where to invest in interim. Have a transition
target maybe.

Pg 8 - PERS and TRS case, investment proceeds would be considerable.

Pg. 9 - 2nd bullet point, cash flow pattern would change, planning liquidity
needs more an issue.

Pg 10 - What if scenario for Alaska. If issued POBs 3 years ago, you would
have been better off If done 5 years ago, would have been a loser (so far).
In terms of target, should an obligation get to 100% funded r - some lower
level? Some say 90% would be better... political dynamic

(State Financial Officer) (no handout or overhead material) ell a story..."it’s
simply a miracle.” To emphasize the point that to borrow money is never a
miracle. Can’t r lake something out of nothing. POB can be used in certain
circumstances, but to borrow to lessen the size of an unfunded liability can
work (and did work in 90s) but can it work way out in the future. What
rating agencies and honest brokers say about PO3s...sometimes there are no
other choices. New Jersey, llinois examples... Concerns that rating agencies
have about use of POBs...debt paid out of Ge IFunds, immediately affects
debt rating of fund. Market risk - will market return disappoint and make
problem worse? Conversion of a soft liability into a hard one. Govt can’t
miss a debt service payment, but can miss a pension payment. Increased
pension liability, addl debt can push aside other capital projects. Is 100%
funded position a good idea? Many analysts have reservations about 100%
funded, creates incentive for govt to give addl benefits. Even research staff
of investment bankers have written about credit problems with POBs.
UBS...sees it as credit negative, reduces long term operating capability.

Is AK in trouble credit wise because of size of unfunded liabilities? Fitch
says that declines were consistent with general equity market trends. S&P
says state is allocating $$ to cover burden of employers. Moody’s
says...some concern, state has addressed by DCP for future employees.
Lessened by retiree medical benefits included.

What does it suggest? AK has AA rating, strong credit position. Unfunded
pension liability of AK is in the pack, doesn’t stand out from others, even tho
AK offers health benefits. AK not in position to use POBs...

But if decision to use POB as state or local levels, structural issues. Bonds
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January 12-13. 2(T5 MEETING (Tape Lor) Page 4

Subject

are taxable. Foreign purchasers have been active in POB market.
...callability of bonds after a certain tt of years...

Circumstances that POBs would be issued in future: revelries are still
recovering from economic slow down. Facing rising interest rate
environment = lower investment return. Don't know how economics will
stand up over life of bond issuance. Question whether market risk is worth
it.

Is there committee hearing?

My colleague still not here yet, he’s at hearing.

Break now for 15 mins.

State Bond Counsel (with Preston Gates Ellis LLP)

Legal Issues

Starting with presumption that you’ve decided to do POBs, and if we could,
how would we do this. Definition of debt... State constitutional issues: need

voter approval.
Local general obligation bonds for pension obligations: also requires voter

approval. TY O I
Revenue debt public organizations as alternative. tA A 1

Debt that is not really debt - structuring ideas. Certificates of participation.
Lease and lease back obligations. Not debt for constitutional purposes. State
retains right to walk away from facility and not make payments..holders of
COP would not be happy but no recourse.

Anchorage example: has powerful rep in WA, DC. Tax exempt debt and
taxable borrowing in early 1990s. One mechanism that might be available to
do pension financing. "

MB 278 - Give Bond Bank authority to issue bonds... source of repayment
of bonds? For employers? How | see it - if bond bank issues bond on behalf
of local government...subject to constitutional limitations.

Might be able to use lease and leaseback structure... How that
works...consolidate debt to get access to the market. Moralobligation of the
state to fund a reserve if there was a shortfall in the Bond Bank. Thisidea

would change... Intercept concept -
Only if you’re receiving $$...
Yes.

Tape No. Speaker
15
18 Schubert
Audience
19 Schubert
Break at 10:02 a.m. to 10:22 a.m.
20 Cynthia Weed
23
27
|Backup 2A]
Semmens
Weed
Tape 2, Side A (10:40 a.m.)
0 Weed

Jeffrey Sinz

Other Options - Constitutional Amendment...rainy day fund. Dollar
switching...from other projects.

Conclusion: no perfect solution. Read GFOA.org - active committee working
on pension funding, resources on website, gns you should ask before gel” *
into a program.

Chief Fiscal Officer, Muncipality of Anchorage (overhead presentation)
Important issues to employers in state, as well as taxpayers of local
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governments.
Speak strongly from alternative position. POBs are good tool, premature to

dismiss them because of limited options. Array of perspectives on this issue,
mine is local employer perspective. No opportunity for local govts to act
independently, but is potential to work through POBs. PERS is statewide
system, should be addressed in statewide way. ANC doesn’t want to have to
act alone.

Fond of word "substitute”. Introduction page - reads points...
Challenge/Opportunity... one response was SB 141. creation of Tier IV.
Another is increasing contribution rates.

PERS Challenge/Opportunity...

Anchorage Challenge... $462 million shortfall in PERS. Translates for ANC
taxpaper when implemented is 2 mills or $500 a year addl property taxes.
Significant

Anchorage Opportunity...slightly more conservative view of the world.
Current Risks. Financial - earnings, market trends (timing), ratings, risk.
Administrative risk - accounting, investment management (undefined policy
question), cost allocations, plan flexibility (what to do with excess proceeds).
Legai - isn't clear to us al this point. Need clarity. Political - ANC doesn’t
want to be ahead of the curve.

Summary: financial impacts are real, substitution of lower pension debt can
reduce cost, access to pension debt markets are uncleai..., and MB 278 is
step in right direction but not ready to go in its current state.

MOA hasn’t reached decision on POB yet, but believe that research done to
date should be fully explored.

Thank presenters. Questions now.

MOA"’s ability to issue GOBs, is local voter approval required?

Don’t know. Appropriation debt of some form,

What they have done so far hasn’t been subject to voter approval. Haven t
seen all the ideas yet.

Mayor would make call.
Johnson - negative about booking a liability. Govt acctg standards coming to

disclose unfunded liabilities, so raters will count that for AK.

Debt and assets ratio to compute...compared on a national basis. Debt
Computation does not include liability for pension funding.

Neither Fitch or S&P commented on AK’s situation. Health tare counted in
state’s obligation, concerned about that. May cause other state’s to include
HC in their computation. AK less concern about unfunded liability at this
point

If nothing is done, municipality could have contribution of close to 30%,
affect rating ability to repay debt?

As % rises over time, underlying credit characteristics deteriorate.

Why would MOA do this? Hardship on municipality?
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Local impact on tax rate. MOA has tax limitation in its charter

Tape 2, Side B (11:23 am) Backup 2B, 4 mins.
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Schubert

Tax increase taker up space that could be used lor other projects... Will keep
on reviewing until we reach conclusion about POBs.

At cap now? Will have to reduce $$ elsewhere? Yes.

60% of operating budget is labor.

Mav have to get rid of employees?

Yes.

Financial impact on household, what is reduction of different calculation?
20% of $500 would be shaved v'ff.

26% instead of 28.6%.

What contribution rates have gone from, dramatic.

Magnitude of the pioblem from afar doesn’t look that bad. But looked at
from local level, these numbers are defensible.

We had contribution rates that were way under what they should have been
to support the pension plans we have, that’s part of the problem.

Radically different than it is today.

Cal’ability of different bonds - sounds like we’d want that. What is cost?
In tax exempt market, ability to call bonds after 10 yrs at no premium.
Perception is you should do that to maintain flexibility. In taxable market
tends to be bigger penalties for calling bonds.

What is premium on untaxed bonds?

Varies, not trivial.

Don’t look at either you do or don’t do, but it could be a quiver, go from 70
to 80% or 85%, use as an experiment to see how it works.

Doesn’t address rising health care costs. POBs analogous to paying off CC
debt by home equity loan. How do you allocate $$ that comes in all at once?
Most common answer is to invest it immediately per policy, but difficult to
do. Think it through before you get the $3$. check risk preferences.
Approaches vary...

Curious about how much is available once all expenses are paid?

Size of bonds matters. Maximum 2% down to 1% for larger amount.

No of years?

25-30 years. Usually matches...

Do POBs have any advantage over increasing equities over fixed income, less
risk?

Don’t know right off. Thought process, which has more risk... Some plans
get more risky trying to make up earnings for unfunded liability. Interesting
question.

Concluded presentations. Thank you.

Chair Report.
I met with 2 commissioners, discussed committee memberships. Do next
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mtg. | testified at Ways and Means Committee by teleconference, as well as
others. Also Report to Leg Committee, we’ll do that later Letter from Sen.
Kim Elton in packet - to calculate costs for Tier Il and w1 employees. Leave
that to staff to respond to Senator.

23 Schubert Recess for lunch now.

End of Tape 2, Side B
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SUDJKCT: Municipal bonds for pension plans (Work Order 24-L.51458)

TO: Representative Bruce H. Woyhruuch

FROM: Tnnium Brandi Cook

yL

Director 'gj"

You ask whether siate law prevents municipalities from -ssuing pension bonds |
understand that these bonds are to be paid for from the general revenue of the
municipality. If (he Ixinds create a general debt of a municipality, Jikc a general bond
issue, they arc subject to the limitation on acquisition of debt by municipalities under
Ail. IX, see. 9 of the stale constitution. (See Village of Chefornuk v, Hooper Bav Constr.

c?-.. 758 I’ 2d 1266 (Alaska 1988))

Alt IX. sec. 9 states in full: "No debt shall be contracted by any political subdivision of
the Slate, unless authorized for capital improvements by ils governing body and ratified
by n majority vote of those qualified lo vote and voting on the question.” Note that this
tyjio of debt may not he used to finance pension plans because its use is limited to capital
improvements. U'itv of Juneau v. Hixson. 373 P.2d 743 (Alaska 1962))

An. IX. see. ID permits borrowing to meet appropriations for n fiscal year, but this type
of interim bonowing must he paid before the end of the next fiscal year. It could only be
used lo lund a pension plan on a short term basis. Other exceptions to the restraint on
borrowing arc found in Ait. IX, see. 11, but it is nol obvious to me how these exceptions
might he used to fund pension plans. That section provides:

SECTION Il. Exceptions. The restrictions on contracting debt do not
apply to debt incurred through the issuance of revenue bonds by a public
enterprise or public corporation of the Stale or a political subdivision,
when the only security is the revenues of the enterprise or corporation.
The restrictions do not apply lo indebtedness to be paid from spcciul
assessments on the liencfiicd property, nor do they apply to refunding
indebtedness of the State or its political subdivisions.

For examples of creative stale funding methods lhat have been upheld by the court see
Myers, V. Alaska I (odsinp. Finance Coin.. 68 P.3d 386 (Alaska 2003) involving the sale of
the right to future payments fror.l the tobacco settlement to secure revenue bonds, and
Clarrjjoltst-Cin Properties v, State. 899 P.2d 136 (Alaska 199.5) involving the issuance and
sale ol certificates ol participation in a lease-financing arrangement.

litrjjw
06-005.1jw Post-It* Fax Note 7671
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IELIER FROM IHE CHAIRPERSON

I<> ill Alaskans:

Il he\ ir2005 marked the 30th year o fexistence for the Alaska Municipal Bond Bank Authority
(Bond Bank). Since its inception in Augustof 1975, the Bond Bank has helped Alaskan communi-
ties secure over SHOO million dollars in financing for public works projects that have improved the
standards nf health, safety and education for our citizens. The municipalities using the services
ot the Bond Bank have realized significant savings, reducing the burden on taxpayers throughout

the state.

I he Bond Bank was created to assistAlaskan com munities issue bonds. Some communities simple
lack familiarity with the financial markets, others seek to « ' ce the cost of issuing bonds, and

some municipalities find the) can get better terms on ho> -aled by the Bond Bank.

Ilhe Bond Bank realizes savings for communities in a numhci of ways. We pool bonds, selling
much larger issues than any one cornu unity would, thereby creating economies ofscale. Because
ol our level o f activity, vie contract for professional services at a lower cost than could less active
bond issueis. Tlie Bond Bank also has a belter credit rating than is available to mostcom munities,

resulting in lower interest rates.

The Bond B ,nk provides sen ices to urban ami iural communities in even-region of the State as

demonstrated by a review of the financial inform ation that follows.

Beginning in 197”.the Bond Bank has remitted to the State of \laska annual investmentearnings
in excess of operating needs. \t S26.9 million, those remittances now exceed, by over 58.3 m il-
lion. the S i8.6 million appropriated by the State ol \laska to the Bond Bank between the years

197b and 198b.

fiscal vc. 2005 saw a continuation of the trend of increased use of the Bond Bank. Six series of
iwinds were issued for SIM million for fourteen Alaskan com munities. Bond Bank participation
in these transactions is estimated to have saved over S16. million.

The Bond Bank is indeed an idea that works an example of the benefits tit a can be realized

through good government.

In accordance w ith Alaska Statute 44.85.100, we respectfully submit the attached year 2005 report

of the activities and financial condition of the Bond Bank.

We hope you share with is our pride in the Bond Bank's accomplishments this outstanding

year.

Sincerely,

R. I)esmond Mayo

ini>\\\'I WR I'CRF
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IH ALASKA MINAPAL BOND BANK AUHORlly

Il he Bond Bunk is a public corporation that aids
Alaskan communities by issuing bonds, and using the
proceeds to purchase the municipalities’general obli-
gation and revenue bonds. It commenced operations

in August |1>75.

The Bond Bank has a legal existence independent of

and separate from the State of Alaska. Bonds issued
by the Bond Bank are payable only from Bond Bank
funds. The State has pledged its moral obligation to
the maintenance ofadebt service restive for all ofthe
Bond Bank's bonds. (For more inform ation please see

Notes to Financial Statements.)

The powers of the Bond Bank are vested in its Board
of Directors. lhe membership ofthe Board consists of

five directors representing both the public and private

sector. The three private sector board members are

appointed by the Governor and serve four-year terms.
They are joined on the Board by the Com missionerof
Revenue and the CommissionerofCommerce, Com -
munity & Economic Development (or their as;igned

representatives).

The Board of Directors operates in accordance with
the Bond Bank Act (AS 44.K5), its published regula-
tions (15 \A ( 11F4) and its by-laws. The boards main

responsibility is to approve bond issues.

The Bond Bank may not issue revenue bonds in excess
ofS75 million in any fiscal year unless the Alaska Leg-
islature approves agreater amount. The B >nd Bank is
further restricted to a limit of $500 milbon of bonds
or notes outstanding. .AsofJune 50, 2005, obligations
bond

totaled $400.4 million, allowing for additional

issuances ofapproximately $90.6 million.

pI-AS*/,
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AN IDEA 1HAI WORKS

The Bond Bank pays its own way. | he Bond Bank's
reserve accounts serve to both guarantee the bonds
income. All of the Bond

and provide investment

Bank’'s costs are paid from these investment earnings.

The statutory earnings from its investment accounts
exceeded expenses by S402.427 during the fiscal year
ending June 30, 2005. Such excess funds are payable
to the State of Alaska. The Bond Bank is transferring
S25(),()0() of non statutory invesrm nt earnings to the
State of Alaska in fiscalyear 2006. Sine 1077 the Bond
Bank has returned excessearnings to the State fora cu-
mulative total ot S26.9 million, exceeding by over SH.3
m illion the State’soriginal investment ofSIH .6 million

(appropriated in the years 1976 through 1986).

Alaska's investment in the Bond Bank iscompounded

in other ways.

Alaskan communities taking advantage of the Bond

Bank's services realize considerable savings. | hese

communities may have low bond ratings or, although
credit worthy, have not issued bonds or notes, or have

little outstanding debt, and lack investor familiarity.

Some largercommunities, capable o fissuing them own
bonds, find that the Bond Bank's services resu. i i less

expense, especially for small bond issues.

Jn addition to the annual dividends received from the

ists the State of Alaska less money to

Bond Bank, itr

reimburse communities to. such capital projects as
schools built with funds provided by Bond Bank issues.
Since bonding expenses for Maskan com munities are
less than they would heotheru ise. the interest expense

is less for the State.

The Department of

Bond Bank operates efficiently.
Revenue staff serve as executive director and provide

accounting support. Where economies of svalc dictate,

the Bond Bank hires outside professional staff.

CUMULATIVE APPROPRIATIONS COMPARED 10 CUMULATIVE EXCESS EARNINGS RETURNED TO STATE

Appropriations - $18,601,413

2ous
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HELPING ALASKAN COMMUNIIIES

The Bond Bunk is organized to work with all Alaska
municipalities, especially new and infrequent issuers <>f
debt forcapital projects. From the time amunicipality
contacts the Bond Bank, legal and financial profession

als with extensive experience in Alaska financing begin

working with municipal managers to develop the most

advantageous financing program for the community.

If it becomes clear that debt financing through the

Bond Bank is neither possible nor appropriate, for any

particular municipality, the Bond Bank will continue
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to work with the municipality’s administration to

find other means or ways of meeting their financial

objectives.

In most instances the Bond Bank is able to relieve mu-
nicipalities from paying certain costs ofissuing bonds,
such as official statement printing, trustee and paying
even large com munities

For this reason,

agent fees.
with a track record of issuing bonds occasionally seek

the services provided by the Bond Bank.

1%

38%

ALL BOND PROCEEDS DISTRIBUTION

BY AREA PfRCENIAGES

BOND PROCEEDS DISTRIBUTION
BytOMUNIfy
(IN THOI SANDSI

DOES NOT INCII.DE
RIftNDINGS OR RESERVES

$35110

$36,625

$52,300
$60494
H i $04 1:

$70,405

$76,870
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ISSUING BONOS

The Bond Bank issues mostly tax exempt bonds. Pur- | he Bond Bank often pools municipal generalobliga-

chasers o fthese bonds, including bond mutual funds, tion bond issues into a single issue. Following the sale

institutional investors, and insurance companies do not of the issue, the Bond Bank purchases the individual

have to pay taxes on the income received. issues from each community.

Fateh individual issue ofthe Bond Bank is reviewed bv

Moody's Investors Service and Standard ami Poor's
LEVfRAGING SfATC DOLLARS
Corporation. Because the Bond Bank has received
. . . An important reason for the Bond Banks favorable
'V ratings, considered “investment grade,” from two
. . . . o bond rating and lower borrowing costs isthat it secures
m ajor national bond rating agencies, it is able to bor-
X its bonds with reserve funds supported by the "moral
row money at lower interest rates than most Alaskan
L L obligation” ofthe State of Alaska.
municipalities.

. o . . The reserve funds are available to cure defaults, should

In addition, when it is economical and cost effective
. X they occur. For (icneral Obligation Bonds, two-thirds

to do so, the Bond Bank obtains bond insurance, and
ofthe reserve is funded from bond bank assets and one-

thereby secures “YYY ratings.
third is funded fr< :n the proceeds of new bond issues.

The Bond Bank strengthens us portfolio by including

. . . . . The reserve fund is normally used to leverage debt at

Maskan communities widely distributed geographi-
X . . . L better than an eleven to one ratio. For every SI million

cally, with different economic bases, and limiting
. placed in the reserve fund, more than SI | million of

the total percentage of bonds com mitted to any one

outside capital is attracted to the state.

municipality

CURRENT fINANCINGS fy 2005 BONDS ISSUED

S14,575.000 $5,365.0011 S32 655,000

GENERAL OBLIGATION BONDS 2005 SERIES A

City of Ketchikan, City of Fairbanks. City of Cordova,
City of Unalaska, City and Borough of Sitka, Northwest

GENERAL OBLIGATION BONDS 2004 SERIES C REVENUE BONDS 2004 SERIES B

City of Palmer - Ice Rink Municipality ot Anchorage - Performing Arts t enter

City of Petersburg - Elementary. Middle and High Standard & Poor AAA. | Itch AAA. MBIA Insured
Compelitive Sale - Wachovia Securities Arctic Borough - Refunding

School Renovations
Standard 5 Poor's AAA. Moody’s Aaa: FGIC Insured

Standard & Poors AAA; Moody's Aaa: FSA Insurance 30 year: True Interest Cost 4,732%
Competitive Sale - CityGroup Global Markets 18 years: True Interest Cost 4.2035%
20 year True Interest Cost 4.373% SI 1,925000

GENtRAL OBLIGATION BONDS 2004 SERIES D 527625000

$28.b4.000 Kodiak Island Borough - High School and New Pool GENERAL OBLIGATION BONDS 2005 SERIFS B
REVENUE BONDS 2004 SERIES A City of Adak - Small Boat Harbor City of North Pole - Street Improvements

City & Borough of Juneau - Hospital Standard & Poor's AAA Moody's Aaa; XL Capital Insured Citv and Borough of Sitka - Elementary, Middle & High
Standard & Poor's AAA Fitch AAA MBIA Issued Competitive Sale - Wells Fargo Brokerage School Improvements

Negotiated sale - RBC Darn Rauscher 20 year: True Interest Cost 4.176% Ketchikan Gateway Borough - Elementary and Middle

School

Haines Borough and City of Palmer - Refunding
Standard and Poor's AAA- Moody's Aaa: MBIA
20 years: True Interest Costs 3.9385%

30 year; True Interest Cost 4.962%

Issued amounts are Inclusive of Reserve obligations

JO05 \\\I \| R IMKI
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GENERAL OBLIGAIION BONDS

Municipal generalobligation bonds, the Bond Bank's
mainstream program, are usually issued to finance
facilities thatdo notgenerate revenue, such asschools,
roads, public safety and municipal buildings. Such

bonds must be approved by the municipal voters.

Bonds issued by the Bond Bank to purchase municipal

general obligation bonds are secured by:

¢« Full laith and creditofeach respective com munity
with no taxing limitation for the general bonded

debt issued to the Bond Bank.

. | he Bond Banks general obligation debt service
reserve fund. | his reserve is generally funded in
an amount equal to maximum annual debt service

on all the Bond Bank general obligation bonds.

. \Il Bond Bank assets shall be used to restore the
debt service reserve to an amount that equals the
m maximum annual debt service on the Bond Bank

bond

« The statutory rightof the Bond Bank, in the event
ofdefault, to demand and receive any funds held by

a state agency vvliich are payable to the defaulting

municipality.

. Il he moral obligation of the State of Alaska to
m aintain the debt service reserves at theirrequired

levels.

VVJIII'E 4 5. \WMY(

t lilitles
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‘ott - Martini futilities
$044330

Parking
ST.10000

REVENUE BONDS

Revenue Bonds are used to finance revenue-producing
capital improvements such as utility' or port facilities.
Because they are not secured by amunicipality’staxing
power, such bonds do notnormally require municipal

voter approval

Bonds issued by the Bond Bank to purchase municipal

revenue bonds are secured by:

« A pledge of the revenues from the facility being

financed.
. I he municipalities' reserve fund under their bond
resolutions. | he reserve fund generally is funded in

an amount equal to maximum annual debt service

on the municipalities’ bonds.

. | he Bond Bank reserve fund under the bond reso-
lution for that issue. | he reserve fund generally is
funded in an amount equal to maximum annual debt

service on the Bond Bank bonds.

. | he statutory right of the Bond Bank, in the event
of a default, to demand and receive from a state
agency any funds held by that state agency which

are payable to the defaulting municipality.

« The moral obligation of the State of Alaska to
m aintain the debt service reserves at their required

levels.

Airports
S074300(1
Comimiuilv
S40 700000

Sthools
$332220"0il

Hospitals
SsS 937 mill

Municipalities
Sl 195,000
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SUMMARY Of DEBT SERVICE

SCHEDULE Of TOTAL DEBT SERVICE BY CLASSIFICATION AT DUNE 30,2005

1976 GENERA, BOND RESOLUIION FUND

1995
1995
1995
1i%

1996
1997
1997
1998
1998
1999
2000
2000
2000
2000
2000
2000
2001
2001
2002
2002
2003
2003
2003
2003
2003
2003
2003
2004
2004
2004
2004
2005
2005

COASTAI (NtSGy .MPACT PROGRAM JIrUllJ1

Coastal Energy Reserve Loan land

Series A
Serif (
Series D
Series A
Series B
Series A
Series B
Series A
Series B
Series A
Series A
Series B
Series t
Series D
Series 1
Series 1
Serle- A
Series B
Series A
Series B
Series A
Series B
Series C
Scries U
Scries L
Series 1
Series |j
Series A
Serle-- B
Series C
Series D
Series A
Series i

1995A Rc.chue
1997A Revenue
199SA Rev nue
1998B Rev. nue
1999A Revenue
2000A Revenue
2000B Revenue
2001A Revenue
2001B Revenue
2002A Ro'- nue
2003A Revenue
2003B Revenue
2003C Revenue
2004A Revenue
2004B Revenue

Bond
Bond
Bond
Bond
Bond
Bon'!
Bond
Bond
Bond
Bond
Bond
Bond
Bond
Bond
Bond

Resolulion
Resolution
Resolution
Resolulion
Resolulion
Resolution
Resolution
Resolulion
Resolulion
Resolution
Resolution
Resolulion
Resolulion
Resolulion
Resolulion

PRINCIPAL

S 2.330.000

1.090.000
90,000
610.000
895.000
385.000
1435,000
6.500.000
1.830,000
10,045,000
2,830.000
2.960,000
6.360000
1580000
11,050.000
810,000
14,270.000
3.480,000
12,470,000
11,055,000
8,745,000
2.035.000
6,800.000
13,965000
31.125,000
1.690.000
22,825,000
19190,000
16690.000
14.575.000
13925000
32,655000
27.625.000

103920.000

PRINCIPAL

11005.878
2.265000
13935,000
0,170000
1105,000
1660,000
445000
2.725.000
1550.000
2285,000
5,380.000
Z933.000
19000.000
820,000
28,845,000
5.365.000

3 409.410878

SU«MAPy O- TOUL 01BI SERVICE REQUIREMENU BE HU'nh y(AR
FISCAL YEAR

2006
2007
2008
2009
2010

2011-2015
2016-2020

2021-

2026

2025
and after

PRINCIPAL

31 885,000
25.240.000
22.530000
21.785,000
21.905.000
106.440,000
93,730,878
59.645.000
26,250,000

S 409.410.878

INTEREST

134 750
32700
21.44

27 450
61931
29.390
103320
2289201
225268
3.803.634
406175
623.775
1.233.868
851 326
2.756937
213060
6,657 000
1,583434
2.433975
5,053623
4,020297
79 200
1,051 538
6,913,223
24.888937
12.087
12,069287
5.926097
6234 875
7,140.192
6,1.49633
16.177276
12633 697

132.430300

INTEREST

'9293
57 .6352
1196 700

113222

809 324

24,030
1386249

566.344

885611
1193,975

92337
9,982156
55175
27.554 7u5
4714045

117,519818

INTEREST

17.960479
16,598854
15.696.521
14.826 32a
13.947 354
55,656 371
.33.431 444
13.399.601

6,002,866

1'<7.819,818

TOTAL

2.464.750
1.122700
92,644
637,450
956.931
414,390
1.538320
8789201
2.055,268
13,848,634
3.236175
3.583.775
7.593,868
2.431.326
13,806,937
1.023.060
20.927000
5.063,934
14.903,975
16.108.623
12.765297
2,114.200
7.851 538
20,878,223
56,013,937
1.812.087
34.894,287
25,116097
22.924.U75
21.715,192
20574.633
48.832.276
40.258.697

436350,300

TOTAL

11.005.87S
3024.293
19.691.352
7.36(1.700
1.218222
2469.324
469,030
4,111,249
2.116 a44
3.170.611
6573.975
3.027,337
28982,156
875.175
56.399.705
10079,045

596.930696

TOTAL

49.845.479
41,838.854
38.226.521
3661 1.328
35,852,354
162,096.371
127,162,322
73.044.601
32.252.866

596.930,696



A BOND BANK A * 1&'m T~ -f WOA

IHE BONO BANK HAS f|Vt
DIRECTORS CONSISTING

OF THREE PUBLIC

MEMBERS APPOINTED

By IHE GOVERNOR IHE
COMMISSIONER OF REVENUE
AND IHE COMMISSIONER OF
COMMUNIiy AND ECONOMIC
DEVELOPMENT

IHE COMMISSIONERS HAVE
TRADITIONALLY APPOINIED
DELEGAIES 10 SERVE IN

THEIR PLACE

M ASM MI \ICIPAI

IHE BOARD OF DIRECIORS

R DESMOND “"DESI MAYO
(hoirmon

lerni expire! July 15. 2007

Mr. Mayo was appointed on Sep-
tember 15, 5999 and reappointed
on July 20. 2005. Mr. Mat \ is
the Chief Financial <)fficer of the
Matannska telephone Vssociation.
Prior to his current employment,
Mr. Mayo has served as C hief Fi-
nancial O fficer for the Matanuska-
Susitna Hon nigh and more recently
Municipal | ight and Power, an
enterprise of the .Municipality of
\nchorage. lie has also served in
the capacity nf Corporate Con-
troller for Alycska Pipeline Service
Company. Mr. Mayo graduated
from the University ot Alaska and
has attended graduate classes at
Alaska Pacific University. Mr
M avo served as (iovemor Kjinw Ic
appointee to the Alaska State Pen-
sion Investment Hoard and served
on (iovemor Minkowski's Mat-Su
Finance Policy Transition learn.
Mr. .Mayo has also served on the
hoards ol Northwest Public Power
Association, Matanuska Electric
Vssociation, Alaska Rural Flec-
tric Cooperative Association, the
L nited Way ofMatanuska-Susitna
borough and I labitat for I lum anily

Mat-Su.

BO\P HANK A IHORin

MARK P fffffP
Vice Chonmon

lerr, expnei July 15.2009

M. Pfcffcr wasappointed (Jctober
nOOL Mr. Pfeifer isaregistered
architect who hasow ned and led an
architectural practice in Alaska for
over 20 years. |le is active in the
development, design and manage-
ment of commercial real estate
projects, many ot which include
public/priv ate partnerships. I le is a
partner in the firms Kooncc Pfcffcr
Bettis, Inc. and Venture Develop-
ment Croup, I|.1.C. Mr. Pfeifer
received a Bachelorof Architecture
Degree from the University of

Nebraska in 19S0.
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Member

Mr. Boutin in tlie first delegate for
W illiam A.(airbus,(anumissioner
of the Department of Revenue.
Mr. Boutin spent his first 22 years
m New Hampshire, logging and
working for dairies. | le then moved
to Alaska, working as a logging en-
gineer for Ketchikan Pulp ( o. and
as a timber filler, rigging slmger
and equipment iiperati>r for \ aru his
logging and mad building firms,
logs, lumber,

lie bought and sold

veneer N orth

and plywood for
Pacific Lumber Company, and was
then

chief Financial O fficer and

President and (duel Financial <)f-
an A \( ..vA

ficer tor Klukw an. Inc.

corporation involved in forest

products and money management.
Ilisgovernment service experience
Debt

consists of State Manager

for the Alaska Department of Rev -
enue, Alaska State forester, and
currently. Deputy Commissioner
for the Alaska Department of Rev-
has a Bachelor

enue. Mr. Boutin

of Science from the L niversitv of
New Hampshire, and an M BA in
Finance from the University of
Oregon. |le has lived in Juneau for

the past 20 years.

WIItIAM r URGf
Member

letm c<pnci July 15 2006

Mr. Large was appointed on Alav 2,
2003. Mr. Large isamemberofthe
Alaska Bar and lias practiced law In
Alaska and nationwide for 10years.
I lis practice focuses primarily on
complex commercial litigation, with
emphases on national resources, oil
N gas and corporate disputes. After
graduating front law school in IW $,
Air. Large served as a law clerk tor
one VC” to the Hon. Andrew |

kleinlcld, I S Court of Appeals
for the 'fill Circuit, before joining
the predecessor to his current firm.
Hosie Alc.Arthur LLP. Air. Large
has a Bachelor of science degree
from the Massachusetts Institute
n f'technology and a Law Degree

irom |Ilarvard | aw School

GRIG WINfGAR

Member

Mr. \\ inegar is the first delegate
for W illiam Noll, Commissioner
of the Department ofCom munity
and | conomic Development. Mr.
M incgarwas appointed Director rif
the Division oflnvestments on May
22.2000. 1'his Division administers
various direct lending programs
for the State and services loans for
other State agencies, represent-
ing approximately 3,500 accounts
totaling $2s() million. Prior to his
appointment as Acting Director,
\'Ir. W inegar served as the Division
of Investment's Lending Branch
Manager for 21 years. Mr. W in-
egar received his Bachelors degree
from the | vergreen State College
I'C -L

in 1>73. In he accepted a

w ith the predecessor to

position
the Departmentof(aimnuiniry and
l,conomic Developmentas aClerk
Ivpist Il and was promoted several
times over the next five years. In
addition to his work as Lending
Branch Manager, he also served as
a l.oan <Mtieer forthe Department
for live years where his responsi-
bilities included credit analysis and
recommendations for commercial,
residential and con-

multi-family,

sumer loan requests.
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THE STATE S DEPARIfIENI

Of REVENUE-IREASURyY

DIVISION (OJR-iRtASURy) fULfIUS ADMINISIRATIVE AND

AAANAGFMENf RESPONSIBILITIES FOR THE BOND BANK.

RATHER THAN LMPIOY STAfF
THE BONO BANK CONTRACTS

IN IHE PRIVATE SECTOR EOR A
WIDE RANGE OF PROfCSSIONAL
SERVICES THE EXECUTIVE
DIRfCIOR COORDINATES

THE ACTIVITIES Of THESE
PROFESSIONALS INCLUDING BOND
COUNSEL FINANCIAL ADVISOR
ACCOUNTANTS. AUDITORS fuND
TRUSTEES BOND TRUSTEES AND

CLERICAL SUPPORT

Ml V' sk \ MI

VI eV

DSVfN MITCHHI
(iotulive Dty qpairtol A ! 7 198

Mr. Mitchell also serves as the State

Debt Manager and Investment

officer in Department <<f Kevemie-
Treasury. Mr. Mitchell has worked
lor the State of Alaska Departmentol
Revenue since IW 2. He previously

held several positions in \laskan

linaneial institutions. Mr. .Mitchell
holds a Bachelor of Science in Busi-
ness Administration from North rn

Arizona University.

HNANCIAI AOVISOR

WTfSIfRN FINANCIAL GROUP HC

Provides loan analysts services,

including recommendations as to
the adequacy of loan applications,
credit worthiness, protected capa-
bility to repay, and the overall effect
will have on the

a proposed loan

credit of the Bond Bank. Assists in
preparation ofthe official statements,
recommends ty peand timing ol bond
sales, negotiates with underwriters
and assists with investment ot vari-
ous funds. Also coordinates financial

bond rating houses

reviews with
and prepares other general linaneial
reviews and analyses required by the

Bond Bank.

BONO COUNSTI
WOHIfORIH JOHNSON BRECHI CAPfIfDGT |

BROOKING

Prepares for the authorization, sale,
issuance and delivery of Bond Bank
lionds. Prepares series resolutions,
notices ol sale; assists in preparation
ofofficial statements; renders neces-
sary opinions as required; and pro

vide" other general legal services.

HUM) BANK Al

1110 K Ih

SUSAN IAY10R, Ctt

Dy Iredure. gyanted Agil 9 206
Als. Taylor is the State Com ptroller
for the Alaska Department ol Rev-
enue, Treasury Division. Ms. litylor
started her career as an auditor with
the Legislative Audit Division; she
has held various positions ol increas-
ing responsibility in Alaska state
government. These included Senior

Fiscal Analyst for the Legislative

Finance Division, Budget Analyst
for the Office of Management and
Budget and positions with the De-
partments ol Revenue and Health
uni Social Services, Ms. litylor holds
a Bachelor of Business Administra-
tive-Accounting degree from the
University of Alaska, Anchorage.
She isaCertified Public Accountant
m the State of.Alaska, and amember
ofthe American Institute ot Certified

Public Accountants,

IRUSIEE/RAYING AGENT

IP MORGAN IRUSI COMPANY

Acts as custodian of the bond pi
ceeds and supervises the investment
of funds for the purposes specified
m the bond resolutions. The trustee
overseesdebt service hinds and main-
tenance ol certain reserve accounts
required in the contract with the
Itoinlholders. A" paving agent, makes
all necessary interest and principal

pay ments to the bondholders.

INVfSIMENI MANAGER

ALASKA PCRMANCNI CAPIIAI MANAGfMCNI

COMPANY
Supervises and controls the invest-
custodial funds and

ment of the

the trustee funds. Also provides
analyses of investments, advice on
investment guidelines, and directs
the investment of all funds in ac-
cordance with Authority procedures

and guidelines.

CUSIOOIAL BANK

fIRSI NAIIONAI BANK Of ALASKA
Acts as the Authority's hank lor pro-

cessing all lund transactions.
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management discussion and M im

'i"his Management's Discussion and Analysis (M D & A) isrequired by GASB 34, arule estab” .ed

by llie Governmental Accounting Standards Board. Phis section is intended to make the finan-

cial statements more understandable to the average reader who is not familiar with traditional

accounting terminology.

This financial report has two integral parts: this AID & A and the financial statements with the ac-

companying notes that follow. Ibgether, they present the Alaska Municipal Bond Bank Authoritys

(“Bond Bank”) financial performance during the fiscal yearendedJune 30.2005, Summarized prior

fiscal year inform ation is shown within this M D & A, as needed for comparative purposes.

REQUIRED FINANCIAL STAIEMENI)

GASB 34 requires two financial statements: the statement of net assets and governmental fund

balance sheet anil the statement of activities and governmental fund revenues, expenditures and

changes in fund balances. These statements report financial inform ation about the Bond Banks

activities using generally accepted accounting principles.

FINANCIAL HIGHLIGHTS

During fiscal year 200" the Bond Bank approved 10 municipalities’ applications and purchased

S"S.4 million in municipal lionds. The subsequent issuance of Bond Bank Bonds resulted in ap-

proximate savings of S14.B million to the borrowing com munities. Xddidonally, the Bond Bank

entered into amended loan agreements on 10 existing bond issues and purchased S41 million in

municipal bonds. The amended bond issues resulted in approximately S1.0 million in savings to

the borrow ing communities, dotal bond issuance for FY2005 was S123.0 million, funding SI1 10.4

million in 20 loans to 16 communities and providing total savings of S16.7 million. This activity

level and community benefit iscomparable to | V2004 when the Bond Bank issued S100.5 million

to fund fourteen communities’ projects am* provided savings of S4.8 million to the borrowing

communities.
The financial position ofthe Bond Bank remains strong. \ll reserves are fully funded and invested.

Fiscal year 2005 investment earnings funded fiscal year 2005 operations and will provide for a

$402,427 transfer to the state’s general lund in fiscal vear 2006. This transfer will be in addition

to the S250,000 transfer provided in the state's fiscal year 2006 operating budget. | lie Bond Bank

holds unrestricted reserves adequate to make up shortfalls in years that investment earnings are

not wufficient to fund operations.

STATEMENT Of NET ASSETS

The statement of net assets report assets, liabilities and net assets of the Bond Bank.

ASSETS

Vsseis represent 1) the value of the Bond Banks investments and investment income receivable

on the financial statement dates, recorded at fair market value, and 2) bond principal and inter-

est payments receivable from municipalities. The investments generate income for the Bom?*

Bank to use to meet reserve requirements and pay operating costs. J tcess investment earnings

are distributed to the State of Alaska's (State) general fund each year. Interest received on bonds
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purchased from municipalities is used to pay the Bond Bank's corresponding interest payments

on the bonds that it has issued.

LIABILITIES

|.labilities represent claims against the fund for I)goods and sendees provided before the financial
statement date hut notyet paid for it thatdate, and 2) interest and bond payments due to purchas-

ers ofthe Bond Bank’sbonds after the financial statement date.

RESTRICTED AND UNRfSTRIHEL NET ASSETI

Vet assets are comprised oftwo components. The restricted portion reflects monies maintained

in separate trust accounts where their use is limited by applicable bond covenants for repayment

of bonds. The unrestricted portion reflects the accumulated excess of the Authority’s share ot

earnings on investments held over those earnings distributed to the State as well as investment

income that has not been realized and therefore is not yet subject to distribution to the State’s

general fund.

The following table shows the value of Bond Bank assets summarized as ofJune 30, 2005 and

2004 as well as liabilities and net assets.

Change from 2004 fo 2005

As oflunr 30 Increase (Decrease)

2005 2004 Dollars Percent
ASSETS 9
C<isll and Investments S 53137 123 5 50 396.591 S 2.740532 s4% 1
Bonds and bond inter* st rocci ible 408074.781 341.K41.i4b9 66.234292 194 % I9 1 9
assets 401 211,904 392.237.080 68.974,824 17.6%
LIABILITIES
«\.counts payable and ourued liabilities 3,655 si 7 178126 3480.691 1954.1%
Bonds and bond inleresl payable 416,074.486 352440 (,4h 65,627,838 18.6%
Due lo primary cioveminont 402427 402,427 id0 (3%
lijial liabilities 422,135.730 352624.774 69,510.956 197%
NET ASSETS
Restricted 26.838.760 23.994 579 2.844.18 11.9%
1 nrestricted 12237.414 15617.727 13.350.313) -21.6%
Total nel assets S 39.07c.]74 S 39612.306 S (536,132) -1.4%

The increase in cash and investments reflects

The increase in bonds and bond

reflects the issuance of approximately Si23 million

.ealized and unrealized

payments on bonds previously issued ofover S54.7 million.

Communities monies received
until

accrued liabilities.

due. In FY2005 the increase was over S3.4 million for the change

interest receivable, as uell asin bonds and bond

investment income.

interest pay able,

in new bonds during tlie year net of principal

in advance of payment date are not applied to their debt liability

in accounts payable and
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Due to primaryg<jvemmentrepresents tlie excesso frealized m< cstment income overcurrentyear

operating expenses and reserve requirements. | he increase reflects higher investmentearnings on

fixed income marketable securities resulting in current year realized investment income greater

than current year operating expenses. There is exce sinvestment income in the currentyear due

to primary government.

Restricted net assets represents the original appropriations made by the State ofS18,601,4?4 to
fund the Bond Bank, a' well as Bond Bank funds placed into separate accounts in accordance w itii

the reserve requirements ofeach bond indenture. 'There have been no new State appropriations

since 1986. The increase in restricted net assets reflects a reclassification of<me bond reserve fund

as well as the binding ofadditional special reserves during the year from the Custodian accoutv
Unrestricted in t assets represent accumulated earnings or Bond Bank investments, not used to

fund reserves, and unrealized gains that are segregated until realized. The decrease in unrestricted

net assets is due primarily to the funding ofbond issue resen - The Bond Banksinvestments are

all held in U.S. (iovem menr securities.
MMM d aciiviiin

The statement ofactivities shows the activity that occurred during each of the las' fiscal year.

Revenue)

Revenues include earnings on investments and interest payments received from municipalities.

Tamings on investments include interest on fixed income marketable securities and the change

in fair market value of those investments.

Epaes

Txpenscs include. interest payments made to bond holders wh <purchased the Bond Bank’s bonds,

payments made to the State of Alaska and operating expenses. Operating expenses include al!

expenditures required to issue bonds during the current year and include in-house expenses, as

well as external consultant ices. Kxpenscs arc subtracted from revenues.

Change tiom 200a lo 2005

For the Year Ended Increase (Decrease)
luno 30. 2005 run” 30 2004 Dollars Percent
REVENUES
Interest income on howls rereivabli S 11.74b ('(.4 5 113.-112 S 441W 2 )9.0%
Investment eariilng* 1.096.153 314 226 1382.307 4)99".,
fot.il income 17.444197 116-1- -i.js 5.802.259 49 S%
EXPENSES
Ini* rest expense on bonds payable 16.201477 11,54s |51 1353,326 367%
Operating expenses (.02824 755529 (1.12.704) -20,2%
l'avmenK to pnmoiy government 1.177427 r 5llito 402427 51 9%
Total expenses 17.9S1.729 13.37?680 4603049 33%
Change In net assets (5.35.132) (1.7 2?3421 1199.210 -691%
Net assets, beginning of period 39,612,306 41.34" 64S 11 735,i42) -42%
39.076.174 S 39,612306 S 1436,1 32) -1.4%

Net assets, end ol pe riod S



THE BOND BANK A 'm W oA f

Interest income and expense on bonds receivable and payable are a function of the total amount
ofbonds outstanding, the age ofthe bonds and tlte interest rates at which the)' are issued. The
increases in both these line items are consistent with the net increase in bond interest receivable

and payable o f$8.5 million and S8.6 million, respectively.

Investm -nf earnings are a function of market conditions. The Bond Bank uses other assets to

subsidize debt service during times oflow investment returns in bond reserve funds.

GOER\NMENTAL fUHDB

I he governmental funds include the General Fund, which accounts for the primary operations
of the Bond Bank, and the Debt Service Fund, which accounts for the resources accumulated
and payments made on the long-term debt of the Bond Bank. The primary difference between
the governmental funds and the statement of net assets is the elimination of inter-hind payables
anil teceivables and bond proceed are reported as an other tin 'ncing source in the governmental
funds and this contributes to the change in fund balance, it- the statement of net assets, however,
issuing debtincreases long-term liabilities and does not affect the statemento factivities. Similarly,
in the governmental funds, but reduces

repayment ofdebt principal isrecorded as an expenditure

the liability in the statement ofnet assets.

Ihe f0||OWIngtab|eSSh0Wthe Cliangcs in governmental funds.

| « tw?.l
A UND Change from 2004 to 2005

As of June 0. Increase (Decrease)
2005 2004 Tollars Percent
ASSETS
Cash and InvL'slriicnt-. b  10.667 30K S 14.0bA271 S 13,397,963) -24 1%
AtCrued interest let«..utile 235949 299931. (610071 -203%
iritertund ictciv,title 201°770 72 393 1296.175 179.1%
Total assels 12946027 13.10* 322 (2162793) -14.3%
LIABILITIES
Accounts payable ane laiuvd lijlti lu 14002.3 103 sSS 116,865) -10.2%
Due lo prim.itv government 402427 - 402.427 1000%
lolal liabilities 331430 Ifn HSS 383,562 232.4%
FUND BALANCE
| rueseaed 12.394 377 14.94: 434 (2.546.337) -17.1%
12.394 377 14 942934 12 348,357) S171%

Total fund balance

Total liabilities . Itd lund balance S 12>46027 S |5||'322 S |21t>2795) '14 3%
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MNEMNS DSLENADAYIS CNINED

OB SFRIE AND

ASSETS

(ash and Investments and related

receivables

Bonds and bond interest receivable

Total assets

LIABILITIES

\ccounts payable and accrued liabilities

Interlund payables

total liabilities

FUND BALANCE:
Resets ed

total liabilities and fund balance

GENERAL FUND

REVENUES
Inte.est income

lolal income

EXPENDITURES
Operating expenses
Payments lo primua government

Total expenses

I-xiess ot revenues oxei expenditures
Other financing sources (uses) -Punsters
fund balance beginning ol period

Turni balance end ol period

As of June 30.

2005 2004
S  43.638.791 S 36772.951
406.646.856 341,078.902
450,285.647 377.851.853
3.509794 12238
2.019.770 723 595
5.529.564 735133
444756,083 377.116020
8 450.285,647 377.651 8'3

As of June 30.

2005 2004
8 601815 8 256257
6111 X I5 256.257
602S'5 755 52(]
1177.427 775000
1780,252 1530.529
(1.178.4 371 1274 272)
(1369.920) (1.551 S05)
14 942.934 17,769011
5 12.394.577 s 14.942.934

Change from 2004 to 2005
Increase (Decrease)

Dollars

8 6.865.840

65 567954

72.433,794

3497.556

1296175

4793731

67.640.063

8 "2433794

Percent

18.7%

192%

192%

285795%

1791%

651.5%

179%

19.2%

Chaiigc from 2004 to 2005

Increase (Decrease)

Dol'ars Percent

8 345558 1348%
3a3.358 134 8%
1152.704) -202%
4024. | 51.9%
249.723 163%
(95.835) -7 5%

(181 885) S117%
(2.826.077) -150%

8 (2.548.357)

-171%
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REVENUES
Interest inmme on bonds receivable

Investment earnings

Total income

EXPENDfTURES
Interest payments

Principal payments

total expenses
1xcess ot revenues over expenditures
Other financing sources -

Bond proceeds

transfers

Excess ot revenues and transfers over
expenditures

land balance, beginning ot period

fund balance, end ot period

DEBT

\t year end the Bund Bank had 5398,123,878 nf bonds and notes outstanding up

$333,513,378 atJune 30, 2004.

ing balance is comprised of the

(n’nerul obligation bonds payable
Revenue | e ds payable

Coaslit! | netqv notes payable

| he debt is secured

follow

IHE BOND BANK A * 1&/'m

Change from 2004 fo 2005

For the Year Ended Increase (Decrease)

June 30. 2005 June 30. 2004 Dollars Percent

S 15.664 431 S 11.329.112 S 4.335.319 38 j%
1.179 351 57969 1121.382 1034.5%
16843782 11.387081 5456.701 479%
15.218.639 12576973 2641,666 210%
58,345.000 34975.000 23.370.000 66.6%
735n3639 47551973 26.011.666 54.7%
156.719557) (36.164 892) 20554.965 56.8%

122.990,000 113,225000 9765000 86%
1.369920 1551505 (181,885) -117%
((764001)3 78611 913 (10.971,850) 14.0%
377 116.020 298.504 107 78611.913 26.3%

S 444 756083 S 377116020 S 67640.063 179%

ing:

8 J'M 1578l

11005875
5 y8123378

10%

In the assets ol the Bond Bank,

| lie outstand -

from

Werf
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INDEPENDENT AUDITORS' REPORT

El.(xe REMree )M eRTZ 11<

The Board of Directors

Alaska Municipal Bond Bank Authority:

W e have audited the accompanying basic linaneial statements ofthe Alaska Municipal Bond Bank
Authority (the Authority), acomponent unit of the State of Alaska, as ofand for the year ended

June 30,2005, as listed in the table of contents. These financial statements arc the responsibility

ofthe managementofthe Authority. ()ur responsibility is to express an opinion on these financial
statements based on our audit.

W e conducted our audit in accordance \\ith auditing standards generally accepted in the United

States of America. Those standards require that we plan and pe form the audit to obtain rea-

sonable assurance about whether the financial statements are free of material misstatement. An

audit includes examining on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit als<s>includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation.

W e believe that our audit provides a reasonable basis fi rour opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,

the financial position ofthe Alaska Municipal Bond Bank Authoritx asolJune 30, 2005, and the

results ofits operations and its cash flows lor the year then ended in conform ity with accounting

principles generally accepted in the United States of America

The Managements Discussion and Analysis on pages 14 through 1V, is not a required part of

the basic financial statements but is supplementary information required In the Governmental

Accounting Standards Board. We have applied certain limited procedures, which consisted princi-
pally ofinquiries of management regarding the methods ofmeasurement and presentation of the

supplementary information. Ilowever, we did not audit the inform ation and express no opinion

on it. The Supplemental Schedule of Statutory Reserve Accounts-.Assets, Liabilities and Account

Reserves is presented for purposes ofadditional analysis and are not a required part ol the basic

financial statements. The schedule has been subjected to the auditing procedures applied in the

audit ol the basic financial statements and, in our opinion, is fairly stated in all mater-..-! respects

m relation to the basic financial statements taken as whole,

September 23, 2005
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S1ATEMENI OF NCT ASSETS AND
GOVERNMENTAL FUNDS BALANCE SHEET

Itine 30. 2005

General Debt Service Adjustments Statement of
Fund Fund Total (Note 6) Net Assets
ASSETS
Cash and cash equivalents S 212,461 5,324,110 5.536.571 - 5,536,571
Investments, at fair value (note 4) 9.614 S47 37.985,705 47.600.552 - 47,600,552
Accrued interest receivable:
Bonds receivable 15.469 8,523.478 8 538247 - 8,538,947
Investment securities 223480 328.976 552.45a - 552456
Bunds receivable (note 5) 860.000 398123378 398983,37) - 398.983,378
Interfund receivables 2.019.770 - 20197*0 (2.019.770) -
Total assets S 12,946.027 150.285,647 463,2° r.674 (2,019770) 461,211.904
LIABILITIES
Accounts payable S 12.277 - 12.277 - 12,277
Deferred revenue - 3.509794 3509.794 - 3,509.794
Accrued interest payable - - - 8,663.608 8.663.608
Arbitrage interest rebate payable 136.746 - 136746 - 136.746
Due lo Primary' Government 402.427 - 402.427 - 402.427
Interfund payables - 2019.770 2019770 (2.019770) -
loncj-term liabilities (notes 5 and (i):
Portion due or payable within one year
General obligation bunds payable - - - 21,695000 21,693000
Revenue bonds payable - - - 4790000 4790000
Other long-term debt - - - 5,403,000 5400.000
Portion due or payable alter one year
General obligation bonds payable - - - 282 225,000 282,225,000
Revenue bonds payable - - - 89,695.000 89.695000
Other long-term debt - - - 3605,878 3605 878
Total liabilities 551.450 5,529.564 6.081.014 416.054.71b 422.133730
FUND BALANCES NET ASSETS
lund Ralances
Resened - 444 756,08 i 444,756.083 (444,756,083) -
12.394 577 - 12,394,577 (12394577) -

linreserved

Total fund b< lances 12394 577 444,756,083 457.150.660 (457,150660) -

Total liabilities and lund balances 5 1294(027 450,285647 463,231.674

Mel assets

Restricted lot debt service 26.838.760 26,838760

1 nrestncted 12.237414 12.237.414

Total net assets S 39076174 39.076.174

Sec accompanying nutes to linaneial statements
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statement Of aciiviiies and governmental

fund revenues.

EXPENDITURES, AND CHANGES IN FUND BALANCES/NET mSSEIS

For IN' year ended Jun< ’0. 2005

REVENUES:
Invesiment earnings

Interest income on honds receivable

Total revenues

EXPENDITURES / EXPENSES
Debt service
Principal payments
Interest payments expense
Payments to primary government
Piolessi >nal services
Arbitrage interest
Personal services
Printing and advertising
Administrative travel
Office expense

Miscellaneous exper :es
Total expenditures expi nses

Excess (delKiencvl ot revei.'ies

over evpendilures expenses

OTHER FINANCING SOURCE USES
Proceeds ol bonds payable
Iransters to-from ( islodi.il lund

Transfers - Internal activities

Total other tinancing source use

| vcess (delxiericy) ol revenues and

transfers in over expenditures

ex|senses and Iransters out

FUND BALANCES / NET ASSETS

Beginning ot the year

Lnd ot the year

Central
Fund

S 517.182

84,633

601.815

1177427

491.031

71,400
26,685
9970
3.155

584

1780252

,1 1784371

12844.181)

1.474.261

(1.36*1920)

12 >48.357)

14 942,934

S i2.394.577

Debt Strvict
Fund

1179.351

" *'64.431

16843,782

58,345,000

15218.639

73 >01639

(56.719857)

122990.000
2844 181

(1474 261)

124 359.920

67.640063

377116,020

144756,083

tivS

Total

1.696.533
15749084

17445.597

58.345,000

15218639
1177,427

491,031

71400
26685
9,070
3155

584

75.343.891

157898 204)

122990000

122.99(10011

65091.706

392038954

457,15066U

UV, if

Adjustments
(Note 6)

158345000)

982.838

(37.362162)

57362162

(122990.000)

(122,990.000)

(65.1)27 8 58)

1152.4106481

(418.074.486)

Statement ol

Net Assets

1696.533

15.749.U64

17.445.597

16.201.477
1,177.427

491.031

71.400
26,685
9970
3,155

584

17 981.729

(536 132)

1536.1321

39612306

39.076174

Set' accompanying notes to financial statements.
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NOTES 10 fINANCIAI SIAIEA\ENIS

HISIORY/REPORIING fN Iliy

I he -Vlask.i .Municipal Bund Bank \uthority (Authority nr Bund Bank) was created pursuant to

\laska Statute, (Chapter S5, Title 44, asamended, (Act) asapublic corporation and instrumental

itv ofthe State of Alaska (State), hut with a legal existence independent ofand separate from the

State. The authority is adiscre' !y presented component unit ofthe State of Alaska for purposes

of financial reporting.

I he Authorin' was created for the purpose or making moneys available to municipalities within

the State to finance capital projects or for other authorized purposes by means of issuance ofbonds

by the Authority and use of proceeds from such bonds to purchase from the municipalities their

general obligation and revenue bonds. The Authority commenced operations in August 1975.

The bonds are obligations of the Authority, payable only from revenues or funds of the Authority,

and the State of Alaska is not obligated to pay principal or interest thereon, and neither the faith

and credit nor the taxing power of the State is pledged to the bonds. The municipal bonds and

municipal bond payments, investments thereofand proceeds of such investments, if any, and all

funds and accounts established by the bond resolution to be held by the Trustee (with the excep-

tion of the Coastal Knergy l.oan Debt Service Program, which is administered In the Authority)

are pledged and assigned for the payment of bonds.

The Authority may not issue revenue bonds in excess 0fS75 million in any fiscal year unless the

State of Alaska Legislature approves a greater amount.

\S 44.N5.180(c) was enacted in 1975, limiting Bond Bank bonds outstanding at any time to Si 50

m illion. This Statue has been periodically amended to raise the limit In 2003, the limit was

raised to $500 million, lotal Bond Bank bonds and notes outstanding as ofJune 30, 2005 are

approximately $409,4 million, | bus, the limit on additional bond issuance as ofJune 30. 2005 is

approximate!) S90.fi million.

SUMMARY Of SIGNIFICANT ACCOUNfING POLICIES

The Clovemmental Accounting Standards Board ((m \SB) is the accepted standard-setting body

for establishing governmental accounting and financial principles. The most significant of the

\uthoritys accounting policies are described below.

(A) GOVERNAENI-WIDE AND fUND fINANCIAI ilAIEMENIS

The statement ofnet assets and the statement of changes in net assets report information on
ali ofthe activities ofthe Authority. For the most part, the effect ofinterfund activity has been

removed from these statements. The balance sheet and statement of revenues, expenditures

anti chang in fund balances ar<- provided for governmental funds.

\Motkt
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| lie govem ment-wide financial slater m s are reported using tiie economic resources mea-
surement focus and the accrual basis ofaccounting. Revenues are recorded when earned and
regardless of the timing of related cash

expenses are recorded when a liability is incurred,

flows.

Governmental fund financial statements are reported using the current financial resources
measurement focus and the modified accrual hasis ofaccounting. Revenues are recognized as
soon as they are hoth measurable and available. Revenues are considered to be available when
they are collectible within the cutrentperiod orsoon enough thereaftert >pay liabilities ofthe
current period. For this purpose, the government considers revenues to lie available it the)
are collected within ISO days ofthe end of the current fiscal period. Fxpcnditurcs generally
Ilo vovcr, debt service

are recorded when a liability is incurred, as under accrual accounting.

expenditures are recorded only when payment is due.
The Authorit) reports the following major governmental funds.

Il hegeneralfund isthe Authority's primary operating fund. It accounts for oil fm .niu.il resources

ofthe Authority, except those required to lie accounted for in another fund.

| lie debtservice fund accounts for the resources accumulated and payments made li>principal

and interest on long-term debtof the \iiihority.

The purposes of each ofthese funds are described in the follow ing paragraphs:

GENERAL FUND

| lie General Fund is compriied of a custodian account and an operating account. The
custodian account is established to account for appropriations by the State of Alaska
Legislature available to fund the special reserve account. The Operating \ccount is
established to account for the ordm ar operations oftin \uthority. Moneys are derived
from the following sources: (a) amounts appropriated by the Legislature, (h) fees and
charges collected, (c) income on investments of the Statutory Reserve Account in excess

ofrequired debt service reserves required by bond resolutions and (d)anv other moneys

made available for purpn.es of the General Fund from any other source.

Amounts in the Operating Account may he used to pay (a) administrative expenses of
the Authority, (b) fees and expenses of the Trustee I paying agents, (<¢) financing costs
incurred with respect to issuance ofbonds and (d) any expenses in carrying out any oilier

purpose then authorized by the Act. | lie excess revenues of the Operating Account are

returned to the State of Maska

DEO1 SFRVICf FUND

W ithin the Debt Service Fund, separate Debt Sen ice Programs have been established lor
each bond resolution to account for the portion of bond sale proceeds used to purchase
obligations ofdie municipalities and for the paymentofinterestand principalon all bonds
of the Authority issued under the nine resolutions. Lath program is comprised of an

“interest account” and a “principal account”, both of which are maintained In a trustee.
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Il he receipts of intitest and principal from the municipalities and the Statutory Resen c
Accountare deposited in these programs and are used to pay interestand principal on the
Authority Ixtnds. ()ne additional IXbt Service Program has been established tocount
for transactions not involving bond resolutions. This is the (ioastal Knergy Loan Debt
Service Program. The (ioastal Knergy Loan Debt Sen ice Program isnot maintained by
atrustee. Payments of interest and principal by municipalities having coastal energy loans

are made directly to the federal government by the municipalities and are accounted for

in the Coastal Knergy Loan Debt Service Program.

Kach debt seivice fund programs contains a Statutory Reserve Account established to

account lor (a) money available to fund debt service reserves required by future bond
salesunder various bond resolutions (Custodian Account) and by (I>)dcht service reserves
w hich have already been established under var .isbond resolutions which are to he used
m the case of deficiency in aDebt Service Program in netirdance with its respective bond
resolution (reserve accounts). Separate reserve accounts exist undereach bond resolution

as follows:

1 V7<5 (lenerul Bond Resolution The amount on deposit in the reserve account is to he the
greater of the maximum annual debt service requirement or 10".. of all municipal loan
obligations outstanding. The reserve account is comprised of an ordinary reserve sub-

account and a special reserve sub-account. The ordinary reserve sub-account is created

as a result of the AUthOI’ItI increasing each bond issue by the amount neCeSSG.I'yto fund
one-third of the required debt service reserve or with a transfer from the ( aismdian Ac-
countunreserved investment earnings account. The special rcserve sub account iscreated
and funded from the Custodian Accountatan amountequal to two-thirds o! the required

debt service reserve. Both suh-accounts are maintained by a trustee.

<)n August 2L Iw o, the Authority amended the debt service reserve requirement tor the
\(r<t bond resolution that takes effect when all bonds outstanding as of the date of the

olution are retired. | nder this new requirement, the reserve must he the least of: (i)
jQ) of the original stated principal amount ofall bonds outstanding; (ii) the maximum

annual principal and interest requirements oil all bonds then outstanding; (iu> i25". of

the average principal and in™erest requirements on all bonds then outstanding; or (iv)
such lesser amount as shall he required to maintain the exemption ofinterest ofall bonds

outstanding from inclusion in gross income for ledciul income tax purposes under the

Internal Revenue Code.

19911 Revenue Bond R' molntion - | nder this resolution a special reserve account was cre-
ated at an amount equal to the maximum annual debt service of municipal obligations
outstanding from moneys made available by legislative appropriation residing in the

Custodian Account.

/99? Revenue Bond Resolution - Under this resolution a special reserve account was cre-

ated at an amount equal to the maximum annual debt service of municipal obligations

outstanding from moneys made available by legislative appropriation residing in the

Custodian Account.

IS ef-

JIr-a-t Wo~h)
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199f Revenue Bond Resolution - Under this resolution a special reserve account was cre-

ated at an amount equal to the maximum annual debt sen ice of municipal obligations
outstanding from moneys made available by legislative appropriation residing in the

Custodian \ccount.

1997 Revenue Rond Resolution - Under this resolution an ordinary reserve account was

created at an amount equal to the lesser of I()*X of the proceeds of the IW 7 Seric. A

bonds or the maximum annualdebtservice on all Series IW 7 A bonds outstanding under

the resolution.

I M/ Revenue lloud Resolution I nder tins resolution a special reserve account was cre-
ated at an amount equal to the maximum annual debt service of municipal obligations
outstanding from moneys made available by legislative appropriation residing in the

(lustodian Account.

1999 Revenue llond Rt olutiou I nder this resolution a special reserve account was cre-

ated at an amount equal to the maximum annual debt service of municipal obligations
in the

outstanding from moneys made available by legislative appropriation n siding

(lustodian Account.

2000 Re. euue Rond Resolution I nder this resolution a special reserve account was cre-

ated at an amount equal to the maximum annual debt service ol municipal obligations

outstanding from moneys made available by legislative appropriation residing in the

(lustodian \< ‘omit.

2001 Revenue Rond Resolution - Under this resolution a special reserve account was cre-
ated at an amount equal to the maximum annual debt service of municipal obligations
outstanding from moneys made available by legislative appropriation residing in the

(lustodian Account.

2002.1 Revenue Rond Resolution Under this resolution a special reserve account was
created at an amount etpial to the maximum annual debt service of municipal obliga-
tions outstanding Irom moneys made available by legislative appropriation residing in

the (lustodian Account.

200J ,1 Revenue Rond Resolution Under this resolution a ccial reserve account was
created at an amount equal to the maximum annual debt twice of municipal obliga-
tions outstanding from moneys made available by legisla s appropriation residing in

the (lustodian Accoui t.

2001 R Revenue Rond Resolution - Under this resolution a special reserve account was cre-
ated at an amount equal to the maximum annual debt service of municipal obligations
outstanding from moneys made available by legislative apprt priation residing in t! e

(lustodian Account.

200) (2 Revenue Rond Resolution Under this resolution a special reserve account was
created at an amount equal to the maximum annual debt service of municipal obliga-
tions outstanding from money*: made available by legislative appropriation residing in

the (lustodian Account.
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2004 A Revenue lloinl Resolution I'nder (Ins resolution 1 special reserve account was
created at an amount equal to the niaximum annual debt service of municipal obliga*
tions outstanding front moneys made available by legislative appropriation residing in

the Custodian Account.

2004 Il Re rune Bond Resolution - L nder this resolution a special reserve account was cre-
ated at an amount equal to the maximum annual debt service of municipal obligations
residing in the

outstanding front moneys made available by legislative appropriation

Custodian Account.

Amounts in the Statutory Reserve Account in excess of (a) required <lelu service reserves.

(1>) appropriations hy the legislature residing in the Custodian Account, and (c) income on

non-legislaturc-appropriaied funds arc transferred to the Operating Account. Income on
non-legislature-appropriaied funds, representing excess ol revenues over expenditures of the

ordinary reserve accounts and interest earned on the unreserved investmentearnini's account is

accumulated in the Custodian Account and is available to hind the Special Reserve account.

(0 RESIRICIfO ASStIS
Certain resources set aside for the repayment ot the \uthoritvs bonds, net of certain
proceeds from additional bonds issued, are classified as restricted net assets on the state-
ment ol net assets because they are maintained in separate trust accounts and their use is
limited hy applicable bond covenants. Cash and cash equivalents and investments include
S26.858, T600fr; ‘ricted assets. These assetswere funded from the issuance of S9,762,500

of reserve In .ds and a transfer of Si8,601.414 of State appropriation.

(D) 10NG-IEM OBII'AIIOM
In thegovernment-u ide linaneial statements, long-term debtand other long term obliga-

tions are reported as liabilities in the statement of net assets.

(I, fUND LOUiy
In the fund financial statements, governmental funds report reservations ol fund balance
for amounts that arc not available for appropriation m are legally restricted hy outside
parties for use for a specific purpose. In the government-w ide financial statements, re-

strictions of net assets are reported when externally imposed.

(f) INIfRfS| ARBIIRAGf REBATE
bonds issued after \ugust 15, 1‘>86 are subject to Internal Revenue Service income tax
regulations which require rebates to the | .S. (iovernment ofinterest income earned on

investments purchased with the proceeds from the bonds or any applicable reserves in

excess of the allowable yield of the issue.

O INOVE BES

I lie Authority is exempt from paling federal and state income taxes.
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The Authority considers all highly liquid investments purchased with an original maturity of three

months or less at the date of purchase to be cash equivalents. Cash and cash equivalents atJune

30 cons stofdemand deposits with various financial institutions.

Il he hank balance of all of the Authority’s deposits with financial institutions are insured by the
ID IC or collateralized by securities held in the Autht > name hy its custodial agent. AtJune

30, 2005, the amounts recorded in the Authorities books equaled its bank balances.

INVESTMENTS
ITie fair value asofJune 30, 2005 o fthe Authority's investments is S47/>00.552. AtJune 30, 2005

the investments held in the resent- accounts total S37,985,"05 and the Custodian account totals

SO/.14,847.

| he fair value as ofJune 30, 2005 ofdebt security investments by contractual maturity is shown
below. Expected maturities may differ from contractual maturities because borrowers may have

the right to ¢ >" or prepay obligations with or without penalty.

Investment Maturities (in Yejrs)

Less than 1 1-5 6-10 More than 10 Total

| STreasury securities s 2.(186.175 12010891 - 485.000 15182.066

I S. tiovcmmenl

agencies securrtles 14,184,819 16,150860 504 “e45 1 577962 32418.486

lollil investments s 16.570.994 28.16)75 504 -45 2062962 47.600552

(A) INVESTMENT POLICIES
The Authority has distinct investment objectives and policies associated with the Custo-
dian Account, Reserve Funds, and municipal debt payments. | he three classes of lunds

are listed below:

Custodian Account - The Custodian Account investment portfolio is designed with
the objective ofattaining the highest market rate of return subject to the required use
of the Custodian Account for operation, funding transfers to the state, and funding
reserves. W hen the Custodian Account balance allows, alonger investment horizon is
implemented for th : Custodian Account, accepting the limited probability of short-
term loss in exchange for higheryield on investments. lhe Custodian Account balance
must exceed SI5 million, and he forecast to exceed SI15 million for the subsequent six
month period before return on investment will be the highest priority ofthe Custodian
\ccount. The Custodian Account has to maintain sufficient liquidity to meetoperating
requirements, provide the prior fiscal year’s state dividend, and to allow transfers to
reserves as needed for bond issuance activity. Long term preservation of principal is

the third objective ofthe Custodian Accountsinvestment program. Investments shall

be undertaken in a manner that minimizes the probability of long-term loss.
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Investment Politics (onIlmnrd

» 'l he (lustodian Account balance is a critical component in determining antici-
pated life, ability to diversify, and investment policy in this account. Accordingly,
when the account balance is above S i5 million amore aggressive policy will be

implemented. W hen the account balance is below SI15 million amore conserva-
tive policy will be used.
1 Shifting from one assetallocation to another may be approved by the investment

committee.
* There are no arbitrage restrictions.

» When the (lustodian Account balance is less than S I5 million:

e 100% government agencies and U.S. Treasuries with maturities of less

than 5 years.

« Performance benchmark is 100% Merrill l.ynch I-s (iovemmecnt In-

dex.

* W hen the (lustodian Account balance exceeds and is expected to remain in

excess of S1 5 million:

¢« 10% Money Market fund.

¢« (>0% broad US bond Market Fund.
I .S. Treason bill and , .
1Li
‘U

« Performance benchmark is 10% Three-month
m/ Lehman brothers Aggregate Index.

* The following transactions are prohibited with the (lustodian Account unless

those transactions have the prior written consent ol the Investment (lom m it-

tee:
* Short sale ofsecurities (the sale and settlement ofasecurity not currently

owned In the Authority and a formal agreement to borrow the security

to facilitate the settlement ot the sho i sale);

¢« Purchases of futures, forw ards or <ptions for the purpose of speculating
(currency futures, forwards and options are permitted only lor hedging

or to lacililate otherwise permissible transactions);

« borrow ing to leverage the return on investments. Kxtcndcd settlement ot

securities purchases executed to facilitate or improve the efficiency' of a

transaction will not he considered borrow ing, prov ided that sufficient cash

equivalent securities or receiv ables are available to facilitate the extended

settlement;
« Purchases of "private placement” or tin ted corporate bonds;
| bond Reserve Funds — Preservation ol Principal is the foremost objective of the

Reserve Funds investment program. These Funds shall be managed to ensure that the

corpus is preserved. I",esc Funds will not be expended until the final maturity of the

bond issue they secure, unless there is a failure to pay debt service by a community.

As there is limited benefit in maximizing return it is the least important objective of
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the Reserve Funds. || is anticipated that the Reserve Funds cumulative average return

should target tlu* blended arbitrage yield lim it ol the bond issues secured.

Bond Res lotions limit allowed investmentol these funds. Investment risk should
be examined on an annual basis to ensure that no greater than the minimum
level o frisk required to achieve the highest probability ofearning the arbitrage

yield lim it on the bonds is incurred.

» 100% government agencies and U.S. Treasuries with maturities of less than 5

tears.
3 Performance benchmark is 100% Merrill Lynch 1-5 (internment Index.
| Municipal Debt Payments — Preservation of Principal and liquidity are the foremost

objectives of the Municipal Debt Payments investment program, as these hinds will
be expended within seven business days of receipt. Return on investment is a benefit

ofholding thes *funds for the advance payment period, but not the focus of investing

the funds. The bond resolutions limit investments.
» 100% Money Market Fund.
» Performance benchmark is 10% Three-month U.S. Treasury Bill.

li is the policy ofthe Authority to diversify its investments and to ensure the safety and liquidity

ofthe investments by observing the following sound investment practices;

. N ot more than 5% ofthe Custodian Account may be invested in the corporate debt

ofany one issuer, at the time of purchase.

. In the event of a credit downgrade which reduces a security below the required rat-
ing written notification will be made to the Investment Com m ittee setting forth the

particulars of the downgrade and recommending a course of action.

. Not more than 50% ofthe Custodian Account may be invested in corporate securities,

nine ofpurchase.

. duration of the Custodian Account must remain within SO to 120 percent of the

oration ofthe Lehman Brothers Aggregate Index.

. Purchases of more than 10% ofacorporate bond issue shall not be made.

(B) CONCENTRATION RISK

Concentration risk is the rh k of loss attributed to the magnitude of the Authority 's investment

in a single issue Concentration limits are not established in the bond indentures and governing

agreements for pledged investments. 'The Authority s policies set out maximum concentration

limits for investments managed by the external investment manager.

(0 GREDTRXK

Cred. risk is the risk of loss due to the failure ofthe security or backer. The Authority mitigates
its credit risk by lim iting investments permitted in the investment policies. The credit quality rat-
ings ofthe Authority’sinvestments are AAA and Aaa asofjune 50,2005 asdescribed by nationally

recognized statistical rating organization Standard and Poor, and Moody s, respectively



[HE BOND BANK A * fa**- TI*-2 W °tty

NUESIOINANTA SAMNS CNINEO

U.S. Treasury securities and securities (ifagencies that are explicitly guaranteed hy the U.S. gov-

ernment total $47,600,552, and are not considered to have credit risk.

(D) CUIIODIAI CREDIT RISK

The Authority assumes levels of custodial credit risk for its deposits with financial institutions,
hank investment agreements, and investments. For deposits, custodial credit risk is the risk that,
in the event of a hank failure, the Authority’s deposits may not he returned. For an investment,
custodial credit risk is the risk that, in the event of the failure of the counterparty, the \uthority
will not be able to recover the value of the investment or collateral securities that are in the pos-

session ofan outside part). The Authority has not established a formal custodial credit risk policy

for its investments.

The Authority had no investments registered in the name ofacounterpart).

(£) INTEREST RATE RISK

Interest rate risk is the risk that the market value ofinvestments will decline as aresult of changes
in general interest rates. For nun-pledged investments, the Authority mitigates interest rate risk
by structuring its investment's maturities to meet cash requirements, therein avoiding the need
to sell securities in the open market prior to maturity. For investments held in trust, investment

m aturities are structured to meet cash requirements as outlined in its bond indentures and con-

tractual and statuton agreements.

(f) MODIFIED DURAIION

M odified duration estimates the sensitivity of an investment to interest rate changes. | he follow -

ing table shows the Xuthority’s investments w ith their weighted average modified duration as of

June 5(1, 2005 by investment type:

Investment Modified

Fair Value Dmaiion
1iS Ireost.rv securities S IT | 30S
I S liovvminenl agennes setunties 32.41S.4H6 fV)

fotul I'ortlolio S 47.600552 I fit)
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Bonds and notes receivable bv debt service program atJune 30,2003 mature in varying annual

installments as follows:

Year ending 1976
lune 30 General
2006 5 19.820.500
2007 18,025.000
2009 17,000000
2009 16,905,000
2010 17.115.000
2011*2015 78.788.000
2016-2020 71.589.000
2021-2025 46.035000
2026-2030 8,800.000

2031 and alter

$294.157.500

7000A
Year ending Unalaska
lune 30 Revenue
2006 S 445000
2007 -
2008 -
2009 -
2010 -
2011-2015 -
2016-2020 -
2021-2025 -
2026-2030 -
20 31 arid after -
S 445000
2003B
Year ending Valdez
June 30 Revenue
2006 -
2007 665.000
2008 675000
2009 680.000
2010 680.000
2011-2015 5005.000
2016-2020 6,600.000
21)21-2025 4.695000
2026-2030 -

2031 and after

8 19,000000

1995A 1997A

Seward Ketchikan

Revenue Revenue
170.000 690.000
180,000 725.000
195,000 760,000
205.000 800.000
215.000 840.000
1300.000 4.930.000
- 3.665000

2,265.000 12.410000
2000B 2001A
Seward Ketchikan
Rrvenue Revenue
105000 80.000
110,000 85,000
115.000 90.(10,;
120.000 90.000
125.000 95000
745000 55500(1
950.000 555,000
455000 -
2725.000 1550.000
2003C 2004 A
Kodiak CB1
Revenue Revenue
200.000 -
200.000 500000
205000 515.000
215.000 535.000
- 555.000
- 3.120.000
- 3.875000
- 4995.000
- 6,460,000
- 8.290000
8000 28848000

199sB 1998B 1999A
Ketchikan Homer Inter-Island Ferry
Revenue Revenue Revenue
660.000 235.000 75.000
685,000 250.000 80.000
715.000 255.000 85000
755.000 180,000 85.000
765.000 185,000 90.000
2.570000 - 535000
- - 710.000
6170.000 1105.000 1660.000
2001B 2002A 2003A
Kelchikan Ketchikan LB)
Revenue Revenue Revenue
) 13.000 460.000 1445.000
120000 475.000 1.490.000
no ooo 490.000
; 35000 505.000
140000 570 in
825000 2.930000
820000 -
2.2-5000 5380.000 2935000
2004 B
Anchorage Coastal Energy Total
Revenue 1nan Principal
1! 11,000 5.400000 30.010000
15.000 400.000 24,085,000
100.000 400.000 21 730,000
100.000 400,000 21 710000
105000 450.000 21.905000
600000 2.250000 104 153.000
730000 1,705.878 91.199878
905.000 - 57,085000
1145000 16,485000
1475000 9,765000
5.365.000 11.005.87S 39S.123.378
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The general fund includes S150,000 of 7.9% bonds receivable due from the City of Haines that

mature through 2009, and $710,000 of6.9% bonds receivable due from the City of Yakutat that

mature through 2014.

Under the Coastal Knergy Loan Program (Program), the Authority issued $5,000,000 1986 Series

A Coastal hnerg;, Bonds (Bonds) payable to the National ()ceanic and Atmospheric Administration

(NOAA). The proceeds ol these bonds were used to purchase port revenue bonds from the City

of Nome. The City of Nome entered into a tripartite agreement with NO AA and the Authority

effective August 2, 1994 to defer payment of the principal and act lal of interest for ten years.

The related loan payable does not represent a general obligation of the Authority as it is payable

only from proceeds received from the of Nome.

Also under the Program, the Authority issued $6,563,00(1 1987 Series \ Coastal Knergy Bonds

payable to X ( )AA. The proceeds ofthese bonds were used to purchase port revenue bonds from

the City of St. Paul. The City of St. Paul entered into a tripartite agreement with NO A A and

the Authority effective December 14,2000 to modify and amend the repayment terms including

principal anil interest.
loan payables do not represent ageneral obligation of the Authority as they are pay-

The related

able only from proceeds received from the Ci.y of Nome and St. Paul, respectively. Payment of

principal and interest on the Bond Bank’'s Coastal 1 nergy Bond is not secured In a pledge ofam

amounts held by or payable to the Bond Bank under the General Bond Resolution, including the

Reserve Account, and is not in any wav a debt or liability ol the Bond Bank.

LONG IERM LABIIHIES

Debt Service Account

ISSUE Interest
Rate

1'1?b i uTi'i.il [tijm] gesn/uli w I'toot.ttii

pttS Viivs A

| ilv dl Haines

Ki'H.ti FYnuvail.i Borough
1007 Sw-ii-s (- 1aKi jficl 1Vnlltsill,! MoKlugh
'l vm*s 1) - (% > Kilimi
1‘bib sorti's \

(it\ ul Huun.ili

(ilv ul Sotdiihia
IW  Svin's It

<H/ nl Seward

Jvs-21, S IV I

iw : Semis
1,iKv A iVnmsulu Boiouijli
tilv ol ViKol.il
19*17 Series It - (itv  KCt(litkan
I''KS Vries A
Ctv ol Wasrll.i
Aleutians | dst Borough
JAWS VtlvsB
(i\ ol Homer
lilv ol (onlov.i
1000 Vries \
t itv of Sltka
Ali‘iiluns last Borough
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long term Llabililtcs. continued

ISSUE

2000 Scries A
City of Falfbanhs
Cliy of Cordova
2000 Series B
Citv of KaKloviK
City of Sltha
Clly oi |'nalasKa
2000 Series ( - Northwest Arclie Borough
2000 Series 1) - FVlershurg
2000 Series F
Ketnil
Kodiak Island Borouoh
lithe arid Prn-lAtrl
Wrangell
Nnme-Sthoul
2000 Series | - Kodfah Island Borough
2001 Series A - Northwest Arctic Borough
2IXM Series B - Aleutians Fast Borough
2002 Series A - Citv ol Wasilla
2002 Series B
City of Wrangell
Northwest Artic Borough
2003 Series \ - Ketchikan Gateway Boiough
2002 Series B - Kodiah Island Borough
2005 Series (
Kenai Peninsula Rrmiugll
Idhe & Peninsula Borough
2003 Series D
2003 Series |
Aleutians E.isl Borough
Kenai Peninsula Borough
2003 Series | - Seward
2003 Series li - NW Airllr Bnrriiigh
201)4 A Series
"airhdnhs
Silhj
2004 Il Series
Nome
Valdez
IVlershuig
(hilly
Seward
2004 | Series
Kodiah Island Borough
Palmer
Petersburg
2004 D Series
Adah
hodieh Island Boiough
2UlIs A Series
Cntdova
I uirbanhs
Kelthlhan ualetvay Borough
Northwest Arctic Borough
Siiha
| irialasha

IHURIIYI \ Cramp-anonf

< th

Debl Service Account

Principal
Outstanding

Interest
Rate

5.5%-5875% 2,830,000
4860 2960,000
4.53f1,-5.75% 6 360000
455%-570% 1 S80.000
17Vs.-A 375% 11)377000
6.9V9% 810000
VVAVSVA) 13850000
5n75%-4 75% 3.195,000
25%-4.5% i 715.000
3s75%-4M)% :0530,00"
370W.-4 MI'S, S4401100
200'G-4 75% 2035.000
200v:toj5% 6590000
490VboOir . i00000
200'V525% 125.000
200%-3.5% 1690000
2001..-s AO'Ni 22 825000
toirtr-4 40% si9u.00()
200V 4 00% Le 158.500
4 0O0OVVr-500% 4 507 000
<ou'v500% . 550.0110

181000

275",,-> uil%
275%-500%
275%-500%
2.75%-500'S.
2.50V4 25%
2sl)y'V-4 25%

sr

. f AiasKi)

Statutory Reserve Account Ordinary
Reserve Sub-Account

Interest Principal
Rate Qutstanding
5'\,-S 575™. 473000
4.4r-5% 420.000
38"5%-4 75% 285.000
25°-4 5% 755000
3s75%-4 80% 525.000
4 811% 305000

20)<4-35% 210000

4908.-600% 365,000

30n%-4 40%

20iK,-400% 531 SOU
500% m&ﬂn
300% 1315.000

ZBNE0h 45000
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NOFS JI0INANTA SAEENS ENINLIO
St<ituto(y Reserve Account Ordinary
Debt Service Account Reserve Sub-Account
ISSUE Interest Principal Interest Principal
Rate Outstanding Rate Outstanding
2005 B Vries 27.160000 300% 463000
lbines 400V500%
Ketchikan Gateway Bomucijti 300%-523%
City ol North M e JOOSNS 25%
Palmer 300%-5.UU%
Sitka JUOVS’ V*.
total 1976 General He. iR ilution Luriil 294 157.300 9762300
1995A Seward Revenue Bund Ri ilutiun Pioqum 4S5V7 JVC, 2.263000 _
1997A KelchiK.in Revenue Bond Resolution Pruqunt 4 vs. 12.410MHL 4 .M ,-373,v1 1323000
1998.A Mchlkdrt Revenue Bond Resoiul-on Program 44 'V 6170000 - -
199M3 Homer Revenue BoruJ Revolution I’rooi.mi A\>15% 1103(100 - -
1999A Inter-Island | erry Revenue IV s 1
Revolution Program tlivSi-s'r . t.660000 - -
2000A 1nalaska Revenue Bond Resolution Piogtam 49' ,-375'V. 443000 -
2000B Sewatd Revenue Bond Revolution Progiam 4 35%-5 5% 2.723000 -
201) 1A Ketchikan Revenue Bind Resolulion Piogram 43%-49% 1330.000 - -
2001B Kelihlkan Revenue Bond Resolution Pmgram 45V49% 2233000 - -
2002A hekh.kan Revenue Bond Pul'l. 1lllitu s 300V 300'. 5,380000 - -
200.3\ CHI Revenui Bond R. solution Prm/nm 200V3urrv 2<) )3000 - -
2003B t, ltv ni Valde/ Bond Resolulion Program 273V i 23 19000000 - -
JOlitt Citv 1 KIKIIS Bl Ri Sl PF(IMHI 2.00%-300% 820000 - -
2004 ACity and Borough  h 1s >r Bmid 2
Resoliittuii Program 1) 23 S.-4 (73". 8.13000 - -
2004B Voihor.ige Bond Resolulion program 4(10v4 73" \Jb3onu - -
loLil Revenui Bonds 92960000 1323li0li
i nasial | oeigv Reserve man An mint
( av ul Noirii I'nrl 1i<ility Kevenui Bonn sill'S. 30ihi000 -
(ilv ol Sami I'. nin. 1ii‘>ik 5% 6003 s's -
tulal (ivisliil 1neiqv Reserve 1nan  +mini 111103 s's ~
11287 3i

ihiring t..c year ended June 30, 2()();i the Authority'slong-term liabilities changed as follows

Beginning of year New dcbl Repayments End of year
General obligation bonds payable 3 267.825.000 88,780.000 52685,000 303,920000
Revenue bonds payable 65.905.000 34.210.000 5630000 94.485000
Olber long-lerm debt 11.035.578 - 30.000 11.005,878
lolul $344,765.8878 122990,000 5s 345,000 409410878

(tencnil obligation bonds :tre secured In Itontls receivable and In antiHints in the ordinary reserve

account. | he Act further provides that it a municipality defaults on its principal and/or interest

payments, upon written notice hy the Authority, the State of Alaska must pay to the Authority

all funds due from the defaulting municipality from the State in an amount sufficient to clear the

default. Loans made under the Coastal Knergy Loan Program are payable only from proceeds

received from the municipalities to which the loans were made.
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The above bonds mature

follows:

Year ending
June 10

2006

2007

2008

2009

2010
2011-2015
2016-2020
2021-2025
2026-2030
2031 and allot

Year ending
tune 30

Ab
AL

A0
AM-015

A2
o
ZB]. altet

Year ending
lune 30

2006
2007
2008
2009
2010
2011-2015
2016-2020
2021-2025
2026-2030

2031 and alter

MC1PAI

A0
]
H))) :

0 :
2l i

20038 2003C

Valdez Kodiak
Revenue Revenue
- 200000
r>(n0m 200.000
675.000 205.000
680000 215000
680000 -
5,005000 -
6.600,000 -
4,695000 -
S 19.000,00 820000

FOVO I'*"V\K 01THOKm i\3 .....
in varying annual installments. | he
199SA 1997A
- 1976- Seward Ketchikan
General Reserve Revenue Revenue
S 19,820.500 1.674.500 170,000 690,000
18.025.000 1.155,000 160.000 725.000
17.000,000 800.000 195.000 760,000
16905.000 75000 205000 800,000
17115000 5,000 215000 840000
78788000 2.267.000 1.300,000 4,930.000
71.589000 1,006000 - 3.665,000
46.035000 2560.000 - -
8880.000 - - -
S 294 157500 9.762.500 2265,000 12.4 KJLOW)
1999A 2000A 2000B 2001A
Inter-Island Ferrv  (Jnalaska Seward Ketchikan
Revenue Revenue Revenue Revenue

0

oeae)

A1

J1L)

«*ov.Hr<n A'. « »

maturities atJune 30, 2005 are as

General
Reserve

1525,000

1525.000

2002B
Ketchikan
Revenue

SR
—
=N

ey
X

1998A
Ketchikan
Revenue

660.000
685,000
715.000
755000
785.000
2.570000

6170.000

20024
Ketchikan
Revenue

J100)

=

TR 150

2004A 2004B
(024] Anchorage
Revenue Revenue
- 110.0110
500.000 95000
515,000 100000
535.000 100000
555.000 105,000
3,120000 600000
3875.000 730,000
4.995000 905.000
6.460.000 1 145.000
8.290.000 1.475000
28.845,000 5,365,000

228310

Coastal
Energy

Loan

541)0000
400000
400.000
400000
450,000

2250000

1,705878

11,005.878

total

Principal
31885000
25240000
22.5.30,000
21785000
21 905000
106.440000
93.730878
59.645000
16.485000

9.765.000

400410878

199KB
Homer
Revenue

235.000
250.000
255.000
180,000
185000

1.105000

2003A

Revenue

!

total
Interest

17960479
16 598 854
15,696.521
14,826.328
13.947354
55.656 371
33.431.444
13.399601
4,526.241

1.476,625

187519.818



IHf BOND BANK A * fa - fa-* WA

NOrti iO FINANCIAL SttIfMNIS. CONIINUfO

I\[]f 7 » ADJUSTMENTS

Certain adjustments are considered to be necessary to the governmental funds in order to present

the Authority's financial position and the results of'its operations. These adjustments include the

elimination of inter-fund payables and receivables. Additionally, bond proceeds are reported as

financing sources in governmental funds and thus contribute to the change in fund balance. In the

statement of net assets, however, issuing debt increases long-term liabilities and does not affect

the statement of activities. Similarly, repaymentofprincipal isan expenditure in the governmental

funds, but reduces the liability in the statement of net assets.

NOIif 8 » COMMITMENTS

In fiscal year 2006, $250,000 in earnings from the Custodian \ccount will lie transferred to the

State ol Alaska and deposited in the State's Debt Service |l und. 1lie entire Custodian \ceount

balance is available for appropriation, at any time, In the State Legislature.

|\Gf 9 » SUBSEQUENT EVENT

Subsequent to June 50. 2005, the Pond Hank issued two general obligation bond series to fol-

low :

(icncr.il ()bligation Bonds, 2005 Series C, in the face amount of$52,060,000 with interest rates

ranging from 4.0% to 5.00% over maturities of October I. 2006 through (Jctob 1, 2025.
(ieneral Obligation Bonds, 2005 Series <)ne. in the face amount of $18,450,000, sold in
' ctobcr 2005. Interest rates ranging from 5.00% to 5.25% over maturities ofJune 1, 2006

through June 2025.

In September 2005, $250,000 in earnings from the Custodian Vccount was transferred to the State

of \laska and deposited in the States Debt Retirement Fund.

( litv of Nome and St. Paul have entered in negotiations, with \ ( )\ \. for the restructuring and

possible forgiveness for their respective Coastal Knergy loans. | he related loan payable' do not

represent ageneral obligation of the \uthority. as they arc payable only from proceeds received

from the City ol Nome and St. Paul, respectively. Payment of principal and interest on the Bond

Hank's Coastal Knergy Bond is not secured by a pledge ofany amounts held In or payable to the

Bond Bank under the (ieneral Bond Resolution, including the Reserve Account, and is not in

any way adebt or liability ot the Bond Bank. Loan payments due in August 2005 have not been

made.
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SUPPLMfNIAI SCHfOUIE Of IIAIUIOPyYy RESERVE ACCOUNT -

For Ihe year ended June JO 2005

assets

fash

Accrued interest receivable
Marketable securities

Interauount receivables

LIABILITIES
Interaccounl payables
Bond payable

Accrued interest payable

RESERVES

Special Reseni- - Stale Appropriated
S|H'tial Reserve - linappioprialed

Spci ial Reserve -1 Jnreali/ed Gain Moss)
Ordinary Reserve -1 nollouited

Ordinarv Re>e ve - 1rifiMli/eu (idili (loss)

asshs
fash
' ired interest reieivablt
4 .rkeiable s> unties

Interauount receivables

1IABIUTIES
Interauount payables
Bond payable

Accrued merest payable

RESERVES

Special Reserve' - Slate' Appropriates!
Special Rese rve- - 1 riapprupnatcd
Special Receive' - | nrcalifed Gain (loss)
Ordrnaiv Rese'ive - 1 nallocated

Ordinarv Reserve' - 1 nreali/e'd (earn lInss)

1976 General
'OrdlInaiy’

S 1209148
32.714
8.495264
1.027439

10764.565

8471S0O
9.762500
133.299

10.742.979

121.570

(99,984)

21 586

S 10764 5(>5

1998A
he-Ichik.tn

S 57203
JO338

1271.667
4542

1J0J750

20083

20083

;341299

2 J68

134 J.067

S 1.363.750

A«EIS

m BOND BANK A * [™ + A\ vV M f |

IIABIIIMS AND ACCOUN1 RESERVES

1976 1990A 1995A
Special Yakutat Seward
194,219 - 2.685
207.221 - 5106
20149168 - 297.083
408.407 - -
20959015 - 304.874
2416167 - .5)7
2416.167 - 4.517
15.66a.302 - 299.550
2944 coO? - -
(65.0510 - 807
18.542 84* - 300.357
20959.015 104 874
1998B 1999A 2000A
Homer Inter-1sland 1nalaska
10,283 22.707 22.288
5710 458 i»SS
242073i 1494 18 224 15>
L] - R
258016 172.60J 247 112
5727 Eem 9521
5.727 6.394 9523
251 (% 169804 24 3.000
893 (3,595) (5.391)
252.289 16b 209 237609
258.016 172.603 247 132
St Indi'i

1997A
Ketchikan {

20,531
14.200
1.508,623

1543354 [

95.265
1525000
6831

1627096

(74 7653
(8,977)

(83,742)
i afl

2000B
Seward 1

27.8i(»
688
224 15t>
2893

255 >76

2931

2931
248.518

4 127

252.645 []

255.576 til

a-» i i & £1
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For the year ended lone 30 2003

ASSETS

Cash

Accrued interest receivable
Marketable sec unties

1 (eraccount receivables

LIABILITIES
Interaccount payables
Bond pavJble

Accrued interest payable

RESERVES

S|M'cial Reserve - Stale Appropriated
Special Reserve - 1l'nappinpriatec!

Spec ul Reserve - 1lnreali/led (.din (Foss)
Orclinaiv Reserve - 1 nallocaled

Ordinary Reseat - tuieall/ed (rain (loss)

ASSETS

Cash

Accrued interest receivable
Marketable securities

Interaccoun! receivables

((ABILITIES
Inteiacc oun! payables
Bund payable

Acclued inlercsl payable

RESERVES

Special Reserve - Sidle Appropriated
Special Reserve - lnappropiialetl
special Reserve - lineah/etl Uiin (Luss)
Ordinaiy Reserve - lnallocaled

tlidinarv Reserve - 1meali/ed L.am Il oss)

2001A
Ketchikan

S 32174
382
124.831

137087

5407

5407

154675

12,995)

151 680

S 157.087

2003C
kodak

S ZO.Z-

740.39

281

Itd 300

5>

56

101500

(2501

101.250

S 101300

r.c v 3tin stil.

20018
Ket(hlk.m

33704
hi1l
190280

2 33.025

8 347

H547

229870

14792)

225078

233625

2004A
CBI

34 5fit
73S5
1,83h 124

1,878078

10 349

16.349

1875 750
114021)

1.801 729

1.878078

2002A
Ketchikan

30.300
805

597.750

034 855

242 31

24.231

025000
li t 370)

010024

()348)5
201MB
Anchorjqc

441.74
607
297 >7

343.068

3.073

307.3

341931
125301

339 395

343.008

(B Valdez
22872 10.288
1.594 20.256
544,707 1749879
9407
569233 1.795830
0091 -
0691 -
508 500 178000 3
(5958) 15707
502542 1795830
509233 1795.8 30
Total

| sl4 317

328.974

37985 705

1452971

41 581967

1.472.741

11.287.500

140130

14900.371

18001414

S.237.34(>

(95.11081

46805

1108 901

26081.590

41.581.967

See IniJeiviiclent Auditors kejmil



Pension Obligation Bonds

M ark Prussing, Vice President
Lindsay Sovde, Vice President

(206) 628-2882
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Whatis a Pensioh Obligation Bond?

A pension obligation bond is a financing used to defray unfunded pension

costs.

Pension systems measure assets on hand against the present value of

projected liabilities over the long term.

If liabilities exceed assets, the difference is known as the

Accrued Actuarial Liability)or “UA AL.”

W ith lagging investment returns, increases in healthcare costs, and actuarial
revaluations, many public and private pension systems have found

themselves significantly under-funded.

B M  SEATTLE-NORTHWEST
i& B B SECURITIES CORPORATION



W hat is a Pension Obligation Bond?

Repayment ofthe UAAL is amortized over a fixed period and built into

payroll rates at a given interest rate, 8.25 percent in Alaska.

Retirement system thereby becomes the “banker” for the shortfall, as

employers repay the loan over the amortization period.

M any jurisdictions have used Pension Obligation Bonds to refinance these

“loans” at rates lower than the amortization rate.

"3 SEATTLE-NORTHWEST
= = m SECURITIES CORPORATION



W hy Might Pension Obligation Bonds 3
be Useful in Alaska

Naaa— 1 1m

A ccording to the recently released 2004 valuation, assuming above-average

growth in population:
PERS rates rise to 32% of payroll beginning in 2011, and do not decline until
2029.

TRS rates rise to 50% of payroll in 2011 and continue increasing to 56% by
2028 before declining.

Properly structured pension obligation bonds can be an effective tool for

immediately reducing payroll rates and producing long term savings for

jurisdictions.

In Oregon, jurisdictions are projected to save over $1.3 billion from use of

this technique.

SEATTLE-NORTHWEST
SECURITIES CORPORATION



Alaska Pension System *

Asset base
Covered Employees

Average employer rate

Funded ratio
U\AL as of 2004 valuation

*As of June 30, 2004.

Alaska

PERS
S 8.2 hillion
69,135
16.77% g\P

72.00%
S 3.4 billion

(1) Effective for Fiscal Year 2006, Actuarially computed at 25.63%.

(2) Effective for Fiscal Year 2006, Actuarially computed at 38.85%.

7;

TRS
$ 3.9 billion
21,220

21.00%

64.00%
$2.3 billion

M*& 11l SEATTLE-NORTHWEST
m m m SECURITIES CORPORATION



The Arbitrage Issue

Issuing a pension bond is not like refinancing your mortgage...

« Success from borrowing depends on the market returning more than the cost of
the bond.
- For Alaska borrowers, if investment returns equal 8.25% over 25 >,ar
period over the life of the bonds, costs will be reduced as estimated.

- Ifreturns are greater than 8.25%, cost reductions will be greater than
projected.

- Ifreturns are less than 8.25% cost reductions will be positive, but less than
projected.

- Ifreturns are less than the bond yield, borrowers will be worse off than
those who do not borrow.

SEATTLE-NORTHWEST
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Alaska PERS

Alaska Publij Retirement System

History oflnvestment Results
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1997

1998

1999
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Bonding a Popular Tool

M any jurisdictions throughout the country have chosen to finance PERS

liabilities with bonds.

Oregon example:

« A total of 133 school districts, cities, counties and the State have issued $5.4 billion
of pension bonds in Oregon.

Savings projected at $1.3 billion overall, assuming an 8.00% rate of return.

» Original statutory authority provided to locaj governments and school districts in
2001 for issuance of ~Mull faith and credit obligations.”

""School Districts also granted authority to enter into intercept agreement with the
State, whereby operating funds were additionally pledged. This approach resulted in
“State” credit rating.

State Constitutional amendment approved by voters in 2003 authorizing the State to
issue GO bonds for its share of the liability. Voter approval margin was 55.25%.

m mm SEATTLE-NORTHWEST
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Oregon Process

Bond proceeds are placed in a “lump sum account” for benefit of employer.
Earnings and losses directly accrue to that account.

Lump sum account is used to provide prepayment credit 011 payroll rates charged to
jurisdictions.

Although bonds have to be sold on taxable basis, interest rates for most borrowings
have been well under 6%.

Oregon State Treasury regression analysis conducted in July 2003 projected
probability of positive arbitrage in PERS refinancing at nearly 90%o.

SI1& LI SEATTLE-NORTHWEST
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Recent Returns - Oregon Lump Sum Accounts

Issuer

Series 2002 A&B - Local Governments

Series 2002 - School Districts

Seri3s 2003 - Schools, Community Colleges

Series 2004 - Schools, Community Colleges

Series 2004- Local Governments

(1) As of November 30, 2005

Par

$ 238 m

$ 775 m

$ 1,080 m

$ 400 m

$ 126 m

TIC

7.00%

5.60%

5.73%

5.49%

6.11%

Total Return Annualized

43.04% 11.74% (1)
59.01% 19.14%
51.88% 20.08%
23.51% 13.44%
24.28% 16.19%

,-O.Mivl SEATTLE-NORTHWEST
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Lessons Learned

1. Payment to PERS does NOT guarantee UAAL will be paid off in full.

2. Changes in size of UAAL,

« Judicial, legislative, regulatory or investment activities can cause future changes to
UAAL. Further increases would continue to be responsibility of jurisdiction.

- Reductions: Lump sum payment would put jurisdiction in surplus. Funds will not
be returned to jurisdiction, but surplus is used to reduce payroll rates further.

- Increases: Lump sum payment would defray total deficit. UAAL would not be as
high as would otherwise be the case.

In any case, arbitrage risks remain the same for existing lump sum payment.

3. Structure of the financing matters

Inappropriate to use unrealistic assumptions about rates of return.

Amortization structure of bonds should match amortization of UAAL that PERS
system uses.

Not prudent to have back weighted structured where all savings are produced in early
years.

m mm SEATTLE-NORTHWEST
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Lessons Learned

The “housekeeping issues'’ are often the most critical

Adequate protection and proper accounting of lump deposits are critical.

Statutes and regulations needed to ensure that the employers making the deposit are the
ones getting tlie credit, and that credit is for appropriate amount.

Bond Related Considerations

Bonds aie not likely to be subject to early redemption.
Rating agencies will scrutinize structure carefully to ensure payment of liability is not
further deferred.

e Changes “soft” liability to “hard” liability, which may put some limitations on
financial flexibility.

Variations in payroll growth not immediately reflected in debt structure

Under current structure, if payroll declines, payments to PERS decline.
e Using bonds, if payroll declines, payments on the bonds do not change. Y

tr*
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Alaska Legislative Considerations

Goal: Give alljurisdictions, at their discretion, meaningful access to capital

markets for the purpose of financing pension liabilities.

1. Access
Express authorization for all types ofjurisdictions to issue obligations for this purpose
either individually or through another entity.

Authorization for individual jurisdictions to pool together through another entity (either
state entity such as Bond Bank and/or pool created with a Trustee).

2. “Meaningful” Access

«  Without additional credit support, some jurisdictions may not be able to enter market
on a subject-to-appropriation basis at a competitive rate.

 Forms of additional credit support
* Intercept of State funding - particularly useful for school districts

Bond reserves
Bond insurance

» Voter approval of constitutional amendment allowing use of general obligation bonds

SFATTLE-NORTH WEST
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HB 278 - Comments

One part of a broad solution.

The nature of the obligation I'-"* " — 1 A +u-~

B ond Bank is not clear.

W ould like it expanded to cover broader intercept authority,
particularly for schools. Pension obligation financing provides

an opportunity to increase funds available for education.

W ould like to see additional flexibility for jurisdictions to

group together through pools organized by trustee.

Entire solution will require legislative, adm inistrative and,

potentially, constitutional changes.

7U31 SEA|I TLE-NORTHWEST
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Pension Bonds Iin Alaska:

Potential Savings

y & iii SEATTLE-NORTHWEST
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Types of Obligations

Savings would be maximized if GO bonds could be issued.
Appropriation obligations still provide substantial savings for highly rated
entities.

Taxable.

Non-callable.

Opportunity to issue obligations dependent on current debt market

conditions - as interest rates rise, pension obligation financing becomes

less attiactive.

m mm SEATTLE-NORTHWEST
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Example: City & Borough of Juneau

Assumptions
Investment rate of return = 8.25%
« Annual payroll growth rate = 5.50% (*)

Past service amortization:
- Fixed 25 years, effective June 30, 2002. (**)

*City and Borough ofJuneau - Notes to audited financial statements
**State of Alaska PERS Actuarial Valuation Report as of June 30, 2002 (Page 5)

SEATTLE-NORTHWEST
SECURITIES CORPORATION

16



17

Summary of Results

jVssumespayoffof ]00% 6/30/04 PERS UAAL for the City and Borough

of JuneaufW ought forward to March |, 2006.
Dated Date 3/1/2006
Delivery Date 3/1/2006
Obligations Par Amount $ 75,075,000
True Interest Cost 6.06%
Aggregate Savings $ 23,758,921
Average Annual Savings $ 1,0/9,951
Net PV Savings $ 14,881,383
Percentage Savings of Refunding Obligations 19. 82%

m mm SEATTLE-NORTHWEST
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Contact Inform ation

Lindsay Sovde, Vice President
(206)628-2875
 Isovde@snwsc.com

Carol Samuels, Vice President
(503)275-8301
e csamuels@snwsc.com

Mark Prussing, Vice President
(206) 689-2780
* Mprussing@snwsc.com

Biil
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Pension Obligation
Bonds

One Employer’'s Perspective

Jeffrey Sinz
Chief Fiscal O fficer

Municipality of Anchorage



Introduction

Purpose of this presentation is to provide the perspective of one

participating em ployer regarding the use of Pension O bligation

D ebt as a substitute for U nfunded A ccrued A ctuarial Liabilities

Potential for Significant Financial B enefits appears to be

w idespread am ong participating em ployers

U Iltim ate benefit dependant upon future earnings perform ance

(unavoidable risk)

Uncertainty regarding adm inistrative issues and tim ing represent

additional risks for em ployers that act early and/or alone

Few Participating Em ployers have ready access to resources

needed to properly Analyze the use and sale of P O B ’s

SOA can facilitate the use of PO B ’s for those em ployers wishing

to pursue and help mitigate m any of the non-market based risks



Challenge/Opportunity

C hallenge

m Large Unfunded A ccrued A ctuarial Liability (UA A L)

R esponse (to date)

m SB 141

m Rapidly Increasing Em ployer C ontribution R ates

O pportunity

m Substitute Pension O bligation D ebt for all or portion o f

U AAL



PERS Challenge/Opportunity

Statewide PERS UAAL | 3.41 billion

Substitute Pension Obligation Debt for UAAL

m FV of Potential Savings $ 2.5 billion
m PV of Potential Savings $ 1.2 billion
m R eduction in C ontribution R ate 3 .85 %

Source: Merrill Lynch Report dated January 2006. Assumes entire UAAL substituted
with POB’s, COC 5.8%, PERS earnings rate 8.25%, and Discount Rate of 5.8%



Anchorage Challenge

Anchorage Share of PERS UAAL

m M unicipality of A nchorage (M O A) $ 288.000,000
m A nchorage School D istrict (A SD) % 174.000.000
m Total Anchorage UA AL 462,000,000

Increase in Employer Contribution Rate*

FY 04 FYO9
M O A 3.7% 28 .7%
A SD 9.3 % 28 .6%

AConsolidated N orm al Cost Rate Plus Past Service Rate (25 year @ 8.25% )



Anchorage O pportunity

Substitute Pension Obligation Debt for All
or Part of UAAL

S AV IN G S FV PV
= M O A $134.6 mil $71 .4 mil
m A SD $ 78.3 m il $ 41.8 mil
m Total A nchorage $ 212.9 mil $ 113.2 mil

R eduction in C ontribution R ate 2.6%

Source: Seattle Northwest Securities Report,January 2006. Assumes entire UAAL substituted

with POB’, COC 6.1%, PERS earnings rate 8.25%, and Discount Rate of 6.0%



Current RiIsks

Financial

m Earnings M ust Exceed Cost over Life of D ebt
m M arket Trends

m R atings R isk

A dm inistrativ e

m A ccounting

m Investm ent M anagem ent
m Cost Allocations
m Plan Flexibility

L egal

m Subject to A ppropriation

P olitical

m A head of the Curve



Summary

Financial Im pacts of R ecent C hanges in P ER S

V aluation is R eal, Significant and Im m ediate

S ubstitution of L o wer C ost Pension D ebt for H igher
Cost UA AL R epresents Significant O pportunity to

R educe R etirem ent B enefit C o st

A ccess to Pension D ebt M arkets is U nclear and R isky

for Individual Em ployers

S O A C an and S hould Facilitate A ccess to P ension

O bligation financing alternatives and heip m itigate risks

H B 278 is a Step in the R ight D irection



M EM ORAN O UM STATE OF ALASKA
DEPARTMENT OF REVENUE

Treasury Division

To: Representative Sescon, Chair Date: January 24,2006
State Affairs Committee

From: Gary M. Bader U/fj Telephone: 907-465-4399
Chief Investment Officer

Subject: Investment of POB Proceeds

During my testimony before the House State Affairs Committee on HB 278 you asked
me the likely investment asset allocation of proceeds from the sale of pension obligation
bonds. Specifically you questioned the rationale of sell ng taxable bonds and then

investing the proceeds in taxable bonds.

As you are aware, the Alaska Retirement Management Board (AR' 1B) is responsible for
investing the assets of the retirement system. Any funds submitted to the ARMB,
regardless of their source, will be invested in accordance with the ARMB's investment
policy. Ifa large injection of cash is received by the ARMB, this may change the risk or
return preferences of the Board and result in their changing the asset allocation of the
funds invested in the plan. The source of the funds, whether the result of a bond
issuance or from other sources, is not likely to have an impact on the asset allocation
decision in and of itself. Fixed income is currently part of the asset allocation of the
ARMB plan assets. The inclusion of fixed income and other investments allows the plan
to minimize the risk that is needed to be taken for the return expected. In other words,
if the ARMB chose not to invest in fixed income the plan would likely need to take on
more risk to achieve the ARMB's expected rate of return.

Regarding the bond interest rate as a hurdle rate: since the ARMB is not issuing a bond,
the interest rate on the bond would have no bearing on its asset allocation. For the
issuer of the bond, however, the expected return of the plan would need to be higher
than the anticipated interest rate on the bond for the issuer to benefit from issuing a

bond.

cc: Gail Sdiubert, Chair ARMB
Tom Boutin, Revenue Deputy Commissioner
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lan Laing

From: Brad Fluetsch [bjf@gci.net]

Sent: Tuesday, January 17, 2006 8:28 AM
To: Rep. Paul Seaton

Subject: Pension Bonds

Attachments: Bradley J Fluetsch (bjf@gci.net).vcf

Lets say you issue a 20 year bond, and tKen lets say time goes by. Infact lets us say 15 years.

Is it prudent to have a 60/40 asset allocation when you know that money is leaving in 5 years, or 4, C, 2,1? What
happens if 2001 is twenty years from now?

Bradley J Fluetsch, CFA
Fluetsch Financial Services, LLC

1/17/2006
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lan Laing

From: Brad Fluetsch [bjf@gci.net)

Sent: Tuesday, January 17, 2006 7:30 AM
0: Rep. Paul Seaton

Subject: Persion Bonds

Attachments: Bradley J Fluetsch (bjf@gci.net).vcf

I have been thinking about the pension bond issue and this is something Iwould make those professionals do for
you as Chairman.

E(r) is the expected return 8.25%b with an expected standard deviation of 16%a To achieve that, a 60%6 stock,
40% bond portfolio is used

Add pension bonds to the equation where the proceeds are invested 100%b6 into the stock market having no
defense to your question why would | put proceeds into the bond market and guarantee a loss.

Now remodel the portfolio tc earn 8.25%6? You will be surprised at the answers.

Don't re-balance the portfolio and your expected return goes up to over 10% with a standard deviation ballooning
well over 20%. A pension bond in the portfolio mix acts as a bond allocation reducer to the extent the cash flows
and interest rates are comparable. Add a pension bond subtract Lehman Aggregate exposure Investment the
proceeds into the equity market, is going all in, in Texas Hold-em with a pair of 8’s.

One other thought. Ijust wonder about the decision makers in Alaska. Itwas bad decisions by the pension board
that has us in this mess id look at who made the board up? Ithink there is a law against giving loading pistols

to children to play with.

Bradley J Fluetsch, CFA
Fluetsch Financial Services, LLC

1/17/2006
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